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THE JAPANESE TAX TREATY (T. DOC. 108-14)
AND THE SRI LANKA TAX PROTOCOL (T.
DOC. 108-9)

WEDNESDAY, FEBRUARY 25, 2004

U.S. SENATE,
COMMITTEE ON FOREIGN RELATIONS,
Washington, DC.

The committee met, pursuant to notice, at 9:32 a.m. in room SD-
419, Dirksen Senate Office Building, Hon. Richard G. Lugar (chair-
man of the committee), presiding.

Present: Senator Lugar.

OPENING STATEMENT OF HON. RICHARD G. LUGAR, CHAIRMAN

The CHAIRMAN. This hearing of the Senate Foreign Relations
Committee is called to order. It is my pleasure to welcome our dis-
tinguished witnesses and our guests to this hearing on the Japan
Tax Treaty and the Sri Lanka Tax Protocol.

As the United States considers how to create jobs and maintain
economic growth, we must strengthen the ability of American busi-
ness to operate successfully in foreign markets. To this end, the
U.S. Government has attempted to facilitate exports through a
number of strategies, including bilateral and regional free trade
agreements, favorable outcomes in the World Trade Organization,
and, under the purview of this committee, bilateral investment
treaties and tax treaties such as the ones we have before us this
morning.

It is important that we try to eliminate impediments that pre-
vent our companies from fully accessing international markets.
These impediments may come in the form of regulatory barriers,
taxes, tariffs, or unfair treatment. In the case of taxes, we should
work to ensure that companies pay their fair share while not being
unfairly taxed twice on the same revenue. Tax treaties are in-
tended to prevent double taxation so that companies are not inhib-
ited from doing business overseas.

As chairman of the Senate Foreign Relations Committee, I am
committed to moving tax treaties as expeditiously as possible. Last
year this committee and the full Senate approved three tax trea-
ties. I encourage the Bush administration to continue the success-
ful pursuit of tax treaties that strengthen the American economy
and benefit workers, investors, and businesses.

The Japan Tax Treaty is particularly significant due to our ex-
pansive trade and investment relationship with Japan. The United
States and Japan are the two largest economies in the world and
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account for approximately 40 percent of the world’s gross domestic
product. Japan is the fourth largest source of imports to the United
States and the third largest export market for United States goods.

The treaty, signed on November 6, 2003 by Treasury Secretary
Snow and Japanese Ambassador Kato will improve the ability of
U.S. businesses to expand and to prosper in Japan. It also will con-
tinue to encourage Japanese investment in the United States that
contributes to the growth of our economy.

The original Japan Tax Treaty was signed in March 1971 and
went into force in January 1973. Since then, both the United
States and Japanese domestic laws have changed dramatically.
Until now the 1971 treaty has not been amended to reflect those
changes or the monumental expansion of United States-Japanese
commercial relationships. American companies doing business with
Japan are eager for this update of the bilateral tax treaty. It will
guarantee more equitable treatment for United States corporate in-
vestors and relief from double taxation. It will strengthen dispute
resolution mechanisms related to tax issues between our countries.
It will eliminate withholding taxes on all royalty income, certain
interest income, and dividend income paid to parent companies.

The overall benefit of the treaty is that our companies will be-
come more competitive in the Japanese market. Japan is currently
a party to tax agreements with several other nations that reduce
double taxation for companies from those nations doing business in
Japan. Consequently, without this treaty, United States businesses
will continue to face a competitive disadvantage in the area of tax-
ation.

Since transmittal to the Senate this past December, the com-
mittee has been engaged in a thorough review and analysis of the
treaty. Officials in the Department of the Treasury have briefed the
committee extensively on the impact of the treaty on business rela-
tions between the United States and Japan.

The committee also has consulted with numerous commercial en-
tities with operations in Japan. These entities all have indicated
that the treaty will make them more competitive in a market
where they are already successful.

In addition, the committee has had meetings with commercial of-
ficers from the Japanese Embassy to discuss ratification and imple-
mentation of the treaty. I understand that the timing of enactment
of the Japan Treaty is critical. Therefore, I have prioritized it on
the committee’s agenda, and I will seek to move forward expedi-
tiously on the Senate’s advise and consent procedure in cooperation
with the Senate leadership.

I also have written to the Japanese Finance Minister and leaders
of the Diet to inform them that we intend to take action on the
treaty quickly. I am hopeful that the entire Senate will join this
committee in promptly considering this agreement.

In addition to the Japan Tax Treaty, today we will be considering
the protocol amending the 1985 Tax Treaty with Sri Lanka. The
United States is Sri Lanka’s largest export market. Almost 40 per-
cent of Sri Lanka’s exports are destined for the United States,
while American businesses sell significant amounts of wheat, elec-
trical machinery, textiles, medical instruments, and other products
in Sri Lanka. About 90 United States companies have more than
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$500 million invested in that country. These companies would reap
benefits from the protocol’s prevention of double taxation on rev-
enue earned.

Sri Lanka was one of the first nations in the South Asian region
to open up to foreign investment. It currently has a projected eco-
nomic growth rate of more than 5 percent. Its developed port facili-
ties and demonstrated desire to form positive trading relationships
give it significant potential as a United States foreign investment
destination.

Strong commercial relationships also can help improve internal
stability in Sri Lanka, which has suffered from two decades of eth-
nic insurgency in the northeast part of the country.

During the last Congress, I sponsored, and the Senate passed, a
resolution which recognized the positive relationship between the
United States and Sri Lanka. This resolution denounced the ongo-
ing violence, called for the observance of human rights, and sug-
gested that the efforts of the international community could be use-
ful in promoting a peaceful resolution to that conflict.

I am pleased to welcome our distinguished witnesses. On our
first panel we will hear from Ms. Barbara Angus, the international
tax counsel from the Department of the Treasury and the chief ne-
gotiator of the tax treaties before us. Also on our first panel is Mr.
George Yin, chief of staff of the Joint Committee on Taxation. The
Joint Committee is responsible for providing a comprehensive eval-
uation and scoring of the treaties.

On our second panel we will hear from witnesses representing
companies doing business in Japan. Mr. Bill Reinsch is the presi-
dent of the National Foreign Trade Council. Mr. Jim Fatheree is
the president of the United States-Japan Business Council. Both
organizations have been supportive of the Japan Tax Treaty and its
prompt ratification. The committee looks forward to the insights
and analysis of our expert witnesses. Indeed, we do welcome you
and I look forward to your testimony, first of all Ms. Angus and
then Mr. Yin.

STATEMENT OF BARBARA M. ANGUS, INTERNATIONAL TAX
COUNSEL, U.S. DEPARTMENT OF THE TREASURY

Ms. ANGUS. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to appear today at this hearing to recommend on behalf of
the administration favorable action on the income tax treaties with
Japan and Sri Lanka. We appreciate the committee’s interest in
these agreements, as demonstrated by the scheduling of this hear-
ing.

We are committed to eliminating unnecessary barriers to cross-
border trade and investment. The primary means for eliminating
tax barriers are bilateral tax treaties. Tax treaties provide benefits
to both taxpayers and governments by setting out clear ground
rules that will govern tax matters relating to trade and investment
between the two countries. A tax treaty is intended to mesh the tax
systems of the two countries in such a way that there is little po-
tential for dispute regarding the amount of tax that should be paid
to each country. The goal is to ensure that taxpayers do not end
up caught in the middle between two governments that are both
trying to tax the same income.
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We believe these agreements with Japan and Sri Lanka would
provide significant benefits to the U.S. and to our treaty partners
as well as our respective business communities. The tax treaty
with Japan is a critically important modernization of the economic
relationship between the world’s two largest economies. The agree-
ment with Sri Lanka represents the first tax treaty between our
two countries and reflects our continuing commitment to expand
our network to emerging economies.

These treaties, like our other tax treaties, employ a range of
mechanisms to accomplish the objectives of reducing the instances
where taxes stand as a barrier to economic activity cross-border.
These agreements provide certainty to taxpayers regarding the
threshold question of when the taxpayer’s cross-border activities
will subject it to taxation in the other country. They protect tax-
payers from potential double taxation through the allocation of tax-
ing rights between the countries. They also prevent potential exces-
sive taxation by reducing withholding taxes that are imposed at
source on gross income rather than net income.

Let me turn to highlights of each of these agreements. The pro-
posed treaty with Japan replaces the existing treaty and generally
follows the pattern of other U.S. treaties and the U.S. model treaty.

Because the existing treaty dates back to 1971, it does not reflect
the changes in economic relations between the two countries that
have taken place over the last 30 years. The proposed new treaty
significantly reduces existing tax-related barriers to trade and in-
vestment between Japan and the U.S. Reducing these barriers will
help to foster still closer economic ties between the two countries,
enhancing the competitiveness of both countries’ businesses and
creating new opportunities for trade and investment.

The new treaty modernizes the agreement and brings the treaty
relationship into much closer conformity with U.S. policy. At the
same time, several key provisions of the treaty represent “firsts”
for Japan.

The most dramatic advances in the new treaty are reflected in
the reciprocal reductions in source country withholding taxes on in-
come from cross-border investments. The existing treaty allows
maximum rates for withholding taxes on cross-border interest, roy-
alty, and dividend payments that are much higher than those in
U.S. treaties with other developed countries. The new treaty sub-
stantially lowers these maximum withholding tax rates. The rates
in the new treaty are as low as and in many cases significantly
lower than the rates in any other treaty entered into by Japan.

Given the importance of the cross-border use of intangibles be-
tween the United States and Japan, a primary U.S. objective in ne-
gotiating a new Japanese treaty was to overhaul the existing rules
for the treatment of income from intangible property. That objec-
tive was achieved with a provision completely eliminating source
country withholding taxes on royalties. This 1s the first treaty in
which Japan has agreed to such a provision.

Eliminating the existing treaty’s 10 percent tax on gross royalties
eliminates what can be excessive taxation when intangible develop-
ment expenses are considered. It also removes the disparity in
treatment between royalty income and services and other income
and therefore eliminates what has been a significant source of dis-
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pute and potential double taxation for U.S. taxpayers under the ex-
isting treaty.

The new treaty also eliminates withholding taxes for significant
categories of interest income. Most importantly, the treaty elimi-
nates withholding taxes on interest earned by financial institu-
tions. Due to the high leverage typical of financial institutions, a
withholding tax on interest received could result in taxation that
actually exceeds the net income from the transaction. The new
treaty eliminates this potential for excessive taxation, with cross-
border interest earned by financial institutions subject only to net
income tax at home. The new treaty’s exemptions from withholding
tax on interest also are broader than in any other Japanese tax
treaty.

In addition, the new treaty significantly reduces source-country
withholding taxes on all types of cross-border dividends. The max-
imum rates of withholding tax are reduced to 5 percent for direct
investment dividends and 10 percent for portfolio dividends. The
new treaty also provides for the elimination of withholding taxes
on dividends received by a company that controls the dividend-pay-
ing company. In addition, the treaty eliminates withholding taxes
on dividends and interest paid to pension funds, which ensures
that assets accumulated to fund retirement benefits are not re-
duced by foreign taxes.

The provision eliminating withholding taxes on certain inter-
company dividends is similar to the provisions included in our trea-
ties with the U.K., Australia, and Mexico that were considered by
the Senate last year. We believe this provision is appropriate in
light of our overall treaty policy of reducing tax barriers to cross-
border investment and in the context of this important treaty rela-
tionship.

As I testified last year, the elimination of source-country taxation
of dividends is something that is to be considered on a case-by-case
basis. Inclusion of such a provision in a treaty is appropriate only
if the treaty contains anti-treaty shopping provisions and informa-
tion exchange provisions that meet the highest standards. This
treaty meets both these prerequisites.

The United States and U.S. taxpayers benefit significantly, both
from this provision in the new agreement and from the treaty over-
all. The elimination of withholding taxes on inter-company divi-
dends provides reciprocal benefits, because Japan and the United
States both have dividends withholding taxes and there are sub-
stantial dividend flows going in both directions. U.S. companies
that are in an excess foreign tax credit position will be able to keep
every dollar they receive if the dividends they repatriate to the
United States are free of Japanese withholding tax. Looking at the
treaty as a whole, the provisions eliminating withholding taxes on
royalties and certain interest were a major objective for the United
States and U.S. businesses, but represent an unprecedented depar-
ture from historic Japanese policy.

Another significant modernization is the inclusion of specific
rules on the application of treaty provisions in the case of invest-
ments in one country by a resident of the other country through
partnerships or other flow-through entities. The new treaty pro-
vides for exclusive residence country taxation of gains with narrow
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exceptions, which is generally consistent with U.S. treaty pref-
erences, but is a departure from the source-country taxation of
gains provided for in recent Japanese treaties.

The new treaty contains important provisions affecting individ-
uals. For the increasing number of individuals who spent part of
their careers working in the United States and part working in
Japan, the treaty includes rules addressing the taxation of com-
pensation earned in the form of employee stock options. The new
treaty also improves the rule in the existing treaty to ease the tax
burdens on teachers who participate in exchange programs.

Turning just briefly to Sri Lanka, the United States doesn’t have
an income tax treaty with Sri Lanka. The treaty—a treaty was
signed in 1985, but was not acted on by the Senate at that time
because changes made to the U.S. tax rules by the Tax Reform Act
of 1986 made some modifications to that agreement necessary. The
protocol amends the 1985 convention to reflect changes in domestic
law since 1985 and developments in U.S. tax treaty policy, and in-
cludes modifications that better reflect U.S. tax treaty preferences.

The proposed treaty generally follows the pattern of the U.S.
model treaty while incorporating some provisions found in other
U.S. treaties with developing countries. The maximum rate for
source-country withholding taxes on investment income provided in
the treaty are generally equal to or lower than the maximum rates
provided in other U.S. treaties with developing countries, and even
with some developed countries.

The proposed treaty generally provides the maximum with-
holding tax rate on dividends of 15 percent. The maximum rate on
interest is 10 percent. Similarly, the maximum withholding tax
rate on royalties is 10 percent and the maximum withholding tax
rate on rentals generally is 5 percent.

The treatment of shipping income under the proposed treaty is
generally consistent with many recent U.S. treaties. Income from
the rental of containers used in international traffic is taxable only
in the country of residence. Income from the international oper-
ation of aircraft, including most aircraft rentals, is taxable only in
the residence country. Income from the international operation of
ships and from leases of ships on a full basis also is taxable only
in the residence country. The treaty provides for very limited
source-country taxation of income from leases of ships on a bare
boat basis.

The proposed treaty provides the basic rule that business profits
of a resident of one of the country generally may be taxed in the
other country only when such profits are attributable to a perma-
nent establishment in that country. Like many treaties with devel-
oping countries, the treaty permits modestly broader host-country
taxation than is the U.S. preference. The rules for taxation of in-
come from personal services are similar.

The proposed treaty contains a comprehensive limitation on ben-
efits article, which provides detailed rules designed to deny treaty
shoppers the benefits of the treaty. The proposed treaty also sets
out the mechanisms used in each country to relieve double tax-
ation. There are provisions to ensure non-discriminatory treatment
and rules for resolution disputes under the treaty.
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We urge the committee to take prompt and favorable action on
the agreements before you today. Such action will help to reduce
barriers to cross-border trade and investment by further strength-
ening our economic relationship with a country that has been a sig-
nificant economic and political partner for many years, and by ex-
panding our economic relations with an important trading partner
in the developing world.

Let me conclude by expressing our appreciation for the hard
work of the staff of this committee and the Joint Committee on
Taxation in the tax treaty process. I would be happy to answer any
questions. Thank you.

[The prepared statement of Ms. Angus follows:]

PREPARED STATEMENT OF BARBARA M. ANGUS, INTERNATIONAL TAX COUNCIL, U.S.
DEPARTMENT OF THE TREASURY

Mr. Chairman and distinguished Members of the Committee, I appreciate the op-
portunity to appear today at this hearing to recommend, on behalf of the Adminis-
tration, favorable action on two income tax treaties that are pending before this
Committee. We appreciate the Committee’s interest in these agreements as dem-
onstrated by the scheduling of this hearing.

This Administration is dedicated to eliminating unnecessary barriers to cross-bor-
der trade and investment. The primary means for eliminating tax barriers to trade
and investment are bilateral tax treaties. Tax treaties eliminate barriers by pro-
viding greater certainty to taxpayers regarding their potential liability to tax in the
foreign jurisdiction: by allocating taxing rights between the two jurisdictions so that
the taxpayer is not subject to double taxation; by reducing the risk of excessive tax-
ation that may arise because of high gross-basis withholding taxes: and by ensuring
that taxpayers will not be subject to discriminatory taxation in the foreign jurisdic-
tion. The international network of over 2000 bilateral tax treaties has established
a stable framework that allows international trade and investment to flourish. The
success of this framework is evidenced by the fact that countless cross-border trans-
actions, from investments in a few shares of a foreign company by an individual to
multi-billion dollar purchases of operating companies in a foreign country, take
place each year. with only a relatively few disputes regarding the allocation of tax
revenues between governments.

The Administration believes that these agreements with Japan and Sri Lanka
would provide significant benefits to the United States and to our treaty partners,
as well as our respective business communities. The tax treaty with Japan is a criti-
cally important modernization of the economic relationship between the world’s two
largest economies. The agreement with Sri Lanka represents the first tax treaty be-
tween our two countries, and reflects our continuing commitment to extending our
treaty network to emerging economies. We urge the Committee and the Senate to
take prompt and favorable action on both agreements.

PURPOSES AND BENEFITS OF TAX TREATIES

Tax treaties provide benefits to both taxpayers and governments by setting out
clear ground rules that will govern tax matters relating to trade and investment be-
tween the two countries. A tax treaty is intended to mesh the tax systems of the
two countries in such a way that there is little potential for dispute regarding the
amount of tax that should be paid to each country. The goal is to ensure that tax-
payers do not end up caught in the middle between two governments, each of which
claims taxing jurisdiction over the same income. A treaty with clear rules address-
ing the most likely areas of disagreement minimizes the time the two governments
(and taxpayers) spend in resolving individual disputes.

One of the primary functions of tax treaties is to provide certainty to taxpayers
regarding the threshold question with respect to international taxation: whether the
taxpayer’s cross-border activities will subject it to taxation by two or more countries.
Treaties answer this question by establishing the minimum level of economic activ-
ity that must be engaged in within a country by a resident of the other country be-
fore the first country may tax any resulting business profits. In general terms, tax
treaties provide that if the branch operations in a foreign country have sufficient
substance and continuity, the country where those activities occur will have primary
(but not exclusive) jurisdiction to tax. In other cases, where the operations in the
foreign country are relatively minor, the home country retains the sole jurisdiction
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to tax its residents. In the absence of a tax treaty, a U.S. company operating a
branch or division or providing services in another country might be subject to in-
come tax in both the United States and the other country on the income generated
by such operations. Although the United States generally provides a credit against
U.S. tax hability for foreign taxes paid, there remains potential for resulting double
taxation that could make an otherwise attractive investment opportunity unprofit-
able, depriving both countries of the benefits of increased cross-border investment.

Tax treaties protect taxpayers from potential double taxation through the alloca-
tion of taxing rights between the two countries. This allocation takes several forms.
First, the treaty has a mechanism for resolving the issue of residence in the case
of a taxpayer that otherwise would be considered to be a resident of both countries.
Second, with respect to each category of income, the treaty assigns the “primary”
right to tax to one country, usually (but not always) the country in which the income
arises (the “source” country), and the “residual” right to tax to the other country.
usually (but not always) the country of residence of the taxpayer. Third, the treaty
provides rules for determining which country will be treated as the source country
for each category of income. Finally, the treaty provides rules limiting the amount
of tax that the source country can impose on each category of income and estab-
lishes the obligation of the residence country to eliminate double taxation that oth-
erwise would arise from the exercise of concurrent taxing jurisdiction by the two
countries.

As a complement to these substantive rules regarding allocation of taxing rights,
tax treaties provide a mechanism for dealing with disputes or questions of applica-
tion that arise after the treaty enters into force. In such cases, designated tax au-
thorities of the two governments—known as the “competent authorities” in tax trea-
ty parlance—are to consult and reach an agreement under which the taxpayer’s in-
come is allocated between the two taxing jurisdictions on a consistent basis, thereby
preventing the double taxation that might otherwise result. The U.S. competent au-
thority under our tax treaties is the Secretary of the Treasury. That function has
been delegated to the Director, International (LMSB) of the Internal Revenue Serv-
ice.

In addition to reducing potential double taxation, treaties also reduce “excessive”
taxation by reducing withholding taxes that are imposed at source. Under U.S. do-
mestic law. payments to non-U.S. persons of dividends and royalties as well as cer-
tain payments of interest are subject to withholding tax equal to 30 percent of the
gross amount paid. Most of our trading partners impose similar levels of with-
holding tax on these types of income. This tax is imposed on a gross, rather than
net, amount. Because the withholding tax does not take into account expenses in-
curred in generating the income, the taxpayer frequently will be subject to an effec-
tive rate of tax that is significantly higher than the tax rate that would be applica-
ble to net income in either the source or residence country. The taxpayer may be
viewed, therefore, as having suffered “excessive” taxation. Tax treaties alleviate this
burden by setting maximum levels for the withholding tax that the treaty partners
may impose on these types of income or by providing for exclusive residence-country
taxation of such income through the elimination of source-country withholding tax.
Because of the excessive taxation that withholding taxes can represent, the United
States seeks to include in tax treaties provisions that substantially reduce or elimi-
nate source-country withholding taxes.

Our tax treaties also include provisions intended to ensure that cross-border in-
vestors do not suffer discrimination in the application of the tax laws of the other
country. This is similar to a basic investor protection provided in other types of
agreements, but the non-discrimination provisions of tax treaties are specifically tai-
lored to tax matters and therefore are the most effective means of addressing poten-
tial discrimination in the tax context. The relevant tax treaty provisions provide
guidance about what “national treatment” means in the tax context by explicitly
prohibiting types of discriminatory measures that once were common in some tax
systems. At the same time, tax treaties clarify the manner in which possible dis-
crimination is to be tested in the tax context. Particular rules are needed here, for
example, to reflect the fact that foreign persons that are subject to tax in the host
country only on certain income may not be in the same position as domestic tax-
payers that may be subject to tax in such country on all their income.

Tax treaties also include provisions dealing with more specialized situations, such
as rules coordinating the pension rules of the tax systems of the two countries or
addressing the treatment of employee stock options, Social Security benefits, and al-
imony and child support in the cross-border context. These provisions are becoming
increasingly important as the number of individuals who move between countries
or otherwise are engaged in cross-border activities increases. While these subjects
may not involve substantial tax revenue from the perspective of the two govern-
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ments, rules providing clear and appropriate treatment can be very important to
each of the individual taxpayers who are affected.

In addition, tax treaties include provisions related to tax administration. A key
element of U.S. tax treaties is the provision addressing the exchange of information
between the tax authorities.

Under tax treaties, the competent authority of one country may request from the
other competent authority such information as may be necessary for the proper ad-
ministration of the country’s tax laws; the requested information will be provided
subject to strict protections on the confidentiality of taxpayer information. Because
access to information from other countries is critically important to the full and fair
enforcement of the U.S. tax laws, information exchange is a priority for the United
States in its tax treaty program. If a country has bank secrecy rules that would op-
erate to prevent or seriously inhibit the appropriate exchange of information under
a tax treaty, we will not conclude a treaty with that country. In fact, information
exchange is a matter we raise with the other country before commencement of for-
mal negotiations because it is one of a very few matters that we consider non-nego-
tiable.

TAX TREATY NEGOTIATING PRIORITIES AND PROCESS

The United States has a network of 56 bilateral income tax treaties covering 64
countries. This network includes all 29 of our fellow members of the OECD and cov-
ers the vast majority of foreign trade and investment of U.S. businesses. It is, how-
ever, appreciably smaller than the tax treaty networks of some other countries.
There are a number of reasons for this.

The primary constraint on the size of our tax treaty network may be the com-
plexity of the negotiations themselves. The various functions performed by tax trea-
ties, and particularly the goal of meshing two different tax systems, make the nego-
tiation process exacting and time-consuming.

A country’s tax policy, as reflected in its domestic tax legislation as well as its
tax treaty positions, reflects the sovereign choices made by that country. Numerous
features of the treaty partner’s particular tax legislation and its interaction with
U.S. domestic tax rules must be considered in negotiating an appropriate treaty. Ex-
amples include whether the country eliminates double taxation through an exemp-
tion system or a credit system, the country’s treatment of partnerships and other
transparent entities, and how the country taxes contributions to pension funds, the
funds themselves, and distributions from the funds. A treaty negotiation must take
into account all of these and many other aspects of the treaty partner’s tax system
in order to arrive at an agreement that accomplishes the United States’ tax treaty
objectives.

In any tax treaty negotiation, the two countries may come to the table with very
different views of what a final treaty should provide. Each country will have its own
list of positions that it considers non-negotiable. The United States, which insists
on effective anti-treaty-shopping and exchange of information provisions, and which
must accommodate the uniquely complex U.S. tax laws, probably has more non-ne-
gotiable positions than most countries. For example, the United States insists on in-
clusion of a special provision—the “saving clause”—which permits the United States
to tax its citizens and residents as if the treaty had not come into effect, as well
as special provisions that allow the United States to apply domestic tax rules cov-
ering former citizens and long-term residents. Other U.S. tax law provisions that
can complicate negotiations include the branch profits tax and the branch level in-
terest tax, rules regarding our specialized investment vehicles, such as real estate
mortgage investment conduits, real estate investment trusts and regulated invest-
ment companies. and the Foreign Investors in Real Property Tax Act rules. As our
international tax rules become more and more complicated, the number of special
tax treaty rules that are required increases as well.

Obtaining the agreement of our treaty partners on provisions of importance to the
United States sometimes requires other concessions on our part. Similarly, other
countries sometimes must make concessions to obtain our agreement on matters
that are critical to them. In most cases, the process of give-and-take produces a doc-
ument that is the best tax treaty that is possible with that other country. In other
cases, we may reach a point where it is clear that it will not be possible to reach
an acceptable agreement. In those cases, we simply stop negotiating with the under-
standing that negotiations might restart if circumstances change. Each treaty that
we present to the Senate represents not only the best deal that we believe we can
achieve with the particular country, but also constitutes an agreement that we be-
lieve is in the best interests of the United States.



10

In establishing our negotiating priorities, our primary objective is the conclusion
of tax treaties or protocols that will provide the greatest economic benefit to the
United States and to U.S. taxpayers. We communicate regularly with the U.S. busi-
ness community, seeking input regarding the areas in which treaty network expan-
sion and improvement efforts should be focused and information regarding practical
problems encountered by U.S. businesses with respect to the application of par-
ticular treaties and the application of the tax regimes of particular countries.

The U.S. commitment to including comprehensive provisions designed to prevent
“treaty shopping” in all of our tax treaties is one of the keys to improving our over-
all treaty network. Our tax treaties are intended to provide benefits to residents of
the United States and residents of the particular treaty partner on a reciprocal
basis. The reductions in source-country taxes agreed to in a particular treaty mean
that U.S. persons pay less tax to that country on income from their investments
there and residents of that country pay less U.S. tax on income from their invest-
ments in the United States. Those reductions and benefits are not intended to flow
to residents of a third country. If third-country residents can exploit one of our trea-
ties to secure reductions in U.S. tax, the benefits would flow only in one direction.
Such use of treaties is not consistent with the balance of the deal negotiated. More-
over, preventing this exploitation of our treaties is critical to ensuring that the third
country will sit down at the table with us to negotiate on a reciprocal basis, so that
we can secure for U.S. persons the benefits of reductions in source-country tax on
their investments in that country.

Despite the protections provided by the limitation on benefits provisions, there
may be countries with which a tax treaty is not appropriate because of the possi-
bility of abuse. With other countries there simply may not be the type of cross-bor-
der tax issues that are best resolved by treaty. For example, we generally do not
conclude tax treaties with jurisdictions that do not impose significant income taxes,
because there is little possibility of the double taxation of income in the cross-border
context that tax treaties are designed to address: with such jurisdictions, an agree-
ment focused on the exchange of tax information can be very valuable in furthering
the goal of reducing U.S. tax evasion.

The situation is more complex when a country adopts a special preferential re-
gime for certain parts of the economy that is different from the rules generally ap-
plicable to the country’s residents. In those cases, the residents benefiting from the
preferential regime do not face potential double taxation and so should not be enti-
tled to the reductions in U.S. withholding taxes accorded by a tax treaty, while a
treaty relationship might be useful and appropriate in order to avoid double tax-
ation in the case of the residents who do not receive the benefit of the preferential
regime. Accordingly, in some cases we have tax treaty relationships that carve out
certain categories of residents and activities from the benefits of the treaty. In other
cases, we have determined that economic relations with the relevant country were
such that the potential gains from a tax treaty were not sufficient to outweigh the
risk of abuse, and have therefore decided against entering into a tax treaty relation-
ship (or have terminated an existing relationship).

Prospective treaty partners must evidence a clear understanding of what their ob-
ligations would be under the treaty, including those with respect to information ex-
change, and must demonstrate that they would be able to fulfill those obligations.
Sometimes a potential treaty partner is unable to do so. In other cases we may feel
that a tax treaty is inappropriate because the potential treaty partner is not willing
to agree to particular treaty provisions that are needed in order to address real tax
problems that have been identified by U.S. businesses operating there.

Lesser developed and newly emerging economies, for which capital and trade
flows with the United States are often disproportionate or virtually one way, may
be reluctant to agree to the reductions in source-country withholding taxes preferred
by the United States because of concerns about the short-term effects on their tax
revenues. These countries have two somewhat conflicting objectives. They need to
reduce barriers to investment, which is the engine of development and growth, and
reducing source-country withholding taxes reduces a significant barrier to inward
investment. On the other hand, reductions in source-country withholding taxes may
reduce tax revenues in the short-term. Because this necessarily involves the other
country’s judgment regarding the level of withholding taxes that will best balance
these two objectives, our tax treaties with developing countries often provide for
higher maximum rates of source-country tax than is the U.S. preferred position.
Such a treaty nevertheless provides benefits to taxpayers by establishing a stable
framework for taxation. Moreover, having an agreement in place makes it easier to
agree to further reductions in source-country withholding taxes in the future. It is
important to recognize that even where the current capital and trade flows between
two treaty countries are disproportionate, conclusion of a tax treaty is not a zero-
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sum exercise. The goal of the tax treaty is to increase the amount and efficiency
of economic activity, so that the situation of each party is improved.

For a country like the United States that has significant amounts of both inbound
and outbound investment, treaty reductions in source-country withholding taxes do
not have the same one-directional impact on tax revenues, even looking just at the
short-term effects. Reductions in withholding tax imposed by the source country on
payments made to foreign investors represent a short-term static reduction in
source-country tax revenues. However, reductions in foreign withholding taxes borne
by residents on payments received with respect to foreign investments represent an
increase in tax revenues because of the corresponding reduction in the foreign tax
credits that otherwise would offset the residents’ domestic tax liabilities. Thus, the
reciprocal reductions in source-country withholding taxes accomplished by treaty
will have offsetting effects on tax revenues even in the short term.

More importantly, looking beyond any net short-term effect on tax liabilities, an
income tax treaty is a negotiated agreement under which both countries expect to
be better off in the long run. These long-term economic benefits far outweigh any
net short-term static effects on tax liabilities. Securing the reduction or elimination
of foreign withholding taxes imposed on U.S. investors abroad can reduce their costs
and improve their competitiveness in connection with international business oppor-
tunities. Reduction or elimination of the U.S. withholding tax imposed on foreign
investors in the United States may encourage inbound investment, and increased
investment in the United States translates to more jobs. greater productivity and
higher wage rates. The tax treaty as a whole creates greater certainty and provides
a more stable environment for foreign investment. The agreed allocation of taxing
rights between the two countries reduces cross-border impediments to the bilateral
flow of capital, thereby allowing companies and individuals to more effectively locate
their operations in such a way that their investments are as productive as possible.
This increased productivity will benefit both countries’ economies. The administra-
tive provisions of the tax treaty provide for cooperation between the two countries,
which will help reduce the costs of tax administration and improve tax compliance.

DISCUSSION OF PROPOSED NEW TREATIES AND PROTOCOLS

I now would like to discuss the two agreements that have been transmitted for
the Senate’s consideration. We have submitted Technical Explanations of each
agreement that contain detailed discussions of the provisions of each treaty and pro-
tocol. These Technical Explanations serve as an official guide to each agreement.

Japan

The proposed Convention and Protocol with Japan was signed in Washington on
November 6, 2003. The Convention and Protocol are accompanied by an exchange
of diplomatic notes, also dated November 6, 2003. The Convention, Protocol and
notes replace the existing U.S.-Japan tax treaty. which was signed in 1971.

Because the existing treaty dates back to 1971, it does not reflect the changes in
economic relations between the two countries that have taken place over the last
thirty years. Today, the trade and investment relationship between the United
States and Japan. the world’s two largest economies, is critical to creating economic
growth throughout the world. The proposed new treaty significantly reduces existing
tax-related barriers to trade and investment between Japan and the United States.
Reducing these barriers will help to foster still-closer economic ties between the two
countries, enhancing the competitiveness of both countries’ businesses and creating
new opportunities for trade and investment.

The existing treaty also is inconsistent in many respects with U.S. tax treaty pol-
icy. The proposed new treaty brings the treaty relationship into much closer con-
formity with U.S. policy and generally modernizes the agreement in a manner con-
sistent with other recent treaties. At the same time, several key provisions of the
new treaty represent “firsts” for Japan. The evolution embodied in this agreement
may very well provide important precedents for many countries in the region that
look to Japan for guidance and leadership in this regard.

Perhaps the most dramatic advances in the proposed new treaty are reflected in
the reciprocal reductions in source-country withholding taxes on income from cross-
border investments. The existing treaty sets maximum rates for withholding taxes
on cross-border interest, royalty and dividend payments that are much higher than
the rates reflected in the U.S. model tax treaty and provided in most U.S. tax trea-
ties with developed countries. The new treaty substantially lowers these maximum
withholding tax rates, bringing the limits in line with U.S. preferred tax treaty pro-
visions. The maximum rates of source-country withholding tax provided in the new
treaty are as low as, and in many cases significantly lower than, the rates provided
for in any other tax treaty entered into by Japan. These important reductions in
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source-country withholding tax agreed in this new treaty reflect the commitment of
both governments to facilitating cross-border investment.

In today’s knowledge-driven economy, intangible property developed in the United
States, such as trademarks, industrial processes or know-how, is used around the
world. Given the importance of the cross-border use of intangibles between the
United States and Japan, a primary objective from the U.S. perspective in negoti-
ating a new tax treaty with Japan was to overhaul the existing rules for the treat-
ment of cross-border income from intangible property. This goal is achieved in the
proposed new treaty through the complete elimination of source-country withholding
taxes on royalties. This is the first treaty in which Japan has agreed to eliminate
source-country withholding taxes on royalties.

The proposed new treaty is a major change from the existing treaty, which allows
the source country to impose a 10 percent withholding tax on cross-border royalties.
The gross-basis taxation provided for under the existing treaty is particularly likely
to lead to excessive taxation in the case of royalties because the developer of the
licensed intangible who receives the royalty payments typically incurs substantial
expenses, through research and development or marketing. The existing treaty’s 10-
percent withholding tax imposed on gross royalties can represent a very high effec-
tive rate of source-country tax on net income when the expenses associated with
such income are considered. In addition, because withholding taxes can be imposed
on cross-border payments where the taxpayer has no presence in the source country,
the existing treaty’s allowance of such taxes on royalties created a significant dis-
parity in treatment between royalty income and services and other income. This has
bleen particularly problematic as the line between the types of income is not always
clear.

With the elimination of source-country royalty withholding taxes provided for in
the proposed new treaty, royalties will be taxed exclusively by the country of resi-
dence on a net basis in the same manner as other business profits. This eliminates
the excessive taxation that can occur under the existing treaty. Moreover, treating
royalties in the same manner as business profits removes the disparity in treatment
between royalty income and services and other income and therefore eliminates
what has been a significant source of dispute and potential double taxation for U.S.
taxpayers under the existing treaty. As a final note, this change in the U.S.-Japan
treaty relationship may well have positive effects for other U.S. treaty negotiations.
Japan’s historic policy of retaining its right to impose withholding tax on royalties
in its tax treaties has encouraged other countries to do the same. The change in
this policy reflected in the new treaty may serve as an impetus to other countries
to consider agreeing by treaty to greater reductions in source-country withholding
taxes on royalties.

The proposed new treaty also reflects significant improvements in the rules re-
garding cross-border interest payments. The existing treaty provides for a maximum
withholding tax rate of 10 percent for all interest payments other than a narrow
class of interest paid to certain government entities. The new treaty includes provi-
sions eliminating source-country withholding taxes for significant categories of inter-
est. The most important of these is the elimination of source-country withholding
tax for interest earned by financial institutions. Due to the highly-leveraged nature
of financial institutions, imposition of a withholding tax on interest received by such
enterprises could result in taxation that actually exceeds the net income from the
transaction. The new treaty will eliminate this potential for excessive taxation, with
cross-border interest earned by financial institutions taxed exclusively by the resi-
dence country on a net basis. The new treaty also provides for the elimination of
source-country withholding taxes in the case of interest received by the two govern-
ments, interest received in connection with sales on credit, and interest earned by
pension funds. This elimination of source-country withholding taxes on income
earned by tax-exempt pension funds ensures that the assets expected to accumulate
tax-free to fund retirement benefits are not reduced by foreign taxes: a withholding
tax in this situation would be particularly burdensome because there is no practical
mechanism for providing individual pension beneficiaries with a foreign tax credit
for withholding taxes that were imposed on investment income years before the re-
tiree receives pension distributions. These exemptions from source-country with-
holding tax for interest provided in the new treaty are broader than in any other
Japanese tax treaty.

In addition, the proposed new treaty significantly reduces source-country with-
holding taxes with respect to all types of cross-border dividends. Under the existing
treaty, direct investment dividends (that is, dividends paid to companies that own
at least 10 percent of the stock of the paying company) generally may be taxed by
the source country at a maximum rate of 10 percent and portfolio dividends may
be taxed at a maximum rate of 15 percent. The new treaty reduces the maximum
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rates of source-country withholding tax to 5 percent for direct investment dividends
and 10 percent for portfolio dividends. The new treaty also provides for the elimi-
nation of source-country withholding taxes on certain intercompany dividends where
the dividend is received, by a company that owns more than fifty percent of the vot-
ing stock of the company paying the dividend. This provision is similar to provisions
included in the U.S. treaties with the United Kingdom. Australia, and Mexico. The
elimination of withholding taxes on this category of intercompany dividends is sub-
stantially narrower than provisions in other Japanese treaties. In addition, the new
treaty includes a provision that eliminates source-country withholding taxes on divi-
dends paid to pension funds. which parallels the treatment of interest paid to pen-
sion funds.

Treasury believes that this provision eliminating source-country withholding taxes
on certain intercompany dividends is appropriate in light of our overall treaty policy
of reducing tax barriers to cross-border investment and in the context of this impor-
tant treaty relationship. As I have testified previously, the elimination of source-
country taxation of dividends is something that is to be considered only on a case-
by-case basis. It is not the U.S. model position because we do not believe that it
is appropriate to agree to such an exemption in every treaty. Consideration of such
a provision in a treaty is appropriate only if the treaty contains anti-treaty-shopping
rules that meet the highest standards and the information exchange provision of the
treaty is sufficient to allow us to confirm that the requirements for entitlement to
this benefit are satisfied. Strict protections against treaty shopping are particularly
important when the elimination of withholding taxes on intercompany dividends is
included in relatively few U.S. treaties. In addition to these prerequisites, the over-
all balance of the treaty must be considered.

These conditions and considerations all are met in the case of the proposed new
treaty with Japan. The new treaty includes the comprehensive anti-treaty-shopping
provisions sought by the United States, provisions that are not contained in the ex-
isting treaty. The new treaty includes exchange of information provisions com-
parable to those in the U.S. model treaty. In this regard, Japan recently enacted
domestic legislation to ensure that it can obtain and exchange information pursuant
to a tax treaty even in cases where it does not need the particular information for
its own tax purposes.

The United States and U.S. taxpayers benefit significantly both from this provi-
sion in the new agreement and from the treaty overall. The elimination of source-
country withholding taxes on intercompany dividends provides reciprocal benefits
because Japan and the United States both have dividend withholding taxes and
there are substantial dividend flows going in both directions. U.S. companies that
are in an excess foreign tax credit position will be able to keep every extra dollar
they receive if the dividends they repatriate to the United States are free of Japa-
nese withholding tax. The treaty as a whole reflects dramatic reductions in source-
country withholding taxes relative to the existing treaty. The elimination of with-
holding taxes on royalties and certain interest was a key objective for the United
States; while these provisions secured in this new treaty are consistent with U.S.
tax treaty policy, they are an unprecedented departure from historic Japanese tax
treaty policy.

Another important change reflected in the proposed new treaty is the addition of
an article providing for the elimination of source-country withholding taxes on
“other income”, which include types of financial services income that under the ex-
isting treaty could have been subject to gross-basis tax by the source country. In
particular, the Protocol confirms that securities lending fees, guarantee fees, and
commitment fees generally will not be subject to source-country withholding tax and
rather will be taxable in the same manner as other business profits.

The proposed new treaty provides that the United States generally will not im-
pose the excise tax on insurance policies issued by foreign insurers if the premiums
on such policies are derived by a Japanese enterprise. This provision, however, is
subject to the anti-abuse rule that denies the exemption if the Japanese insurance
company were to enter into reinsurance arrangements with a foreign insurance com-
pany that is not itself eligible for such an exemption.

Another significant modernization reflected in the proposed new treaty is the in-
clusion of specific rules regarding the application of treaty provisions in the case of
investments in one country made by residents of the other country through partner-
ships and other flow-through entities. These rules coordinate the domestic law rules
of Japan and the United States in this area in order to provide for certainty in re-
sults for cross-border businesses operated in partnership form.

In the case of shipping income, the proposed new treaty provides for exclusive res-
idence-country taxation of profits from the operation in international traffic of ships
or aircraft. This elimination of source-country tax covers profits from the rental of
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ships and aircraft on a full basis; it also covers profits from rentals on a bareboat
basis if the rental income is incidental to profits from the operation of ships or air-
craft in international traffic. In addition, the new treaty provides an exemption from
source-country tax for all income from the use, maintenance or rental of containers
used in international traffic.

The proposed new treaty generally provides for exclusive residence-country tax-
ation of gains with narrow exceptions, which is generally consistent with U.S. tax
treaty preferences but is a departure from the source-country taxation of gains that
is provided for in recent Japanese treaties. The new treaty provides for source-coun-
try taxation of share gains in two circumstances. First, the new treaty includes a
rule similar to that in U.S. domestic law under which gains from the sale of shares
or other interests in an entity investing in real estate may be taxed by the country
in which the real estate is located. Second, it contains a narrow rule dealing with
gains on stock in restructured financial institutions that was included at the request
of Japan. Under this rule, the source country may tax gains on stock of a financial
institution if the financial institution had received substantial financial assistance
from the government under rules relating to distressed financial institutions, the
stock was purchased from the government, and the stock is sold within five years
of such assistance. Under a very broad grandfather rule, this provision does not
apply to any stock held by an investor who made an investment in such a financial
institution prior to the entry into force of the new treaty including any additional
stock in the financial institution that the investor acquires subsequently.

Like the existing treaty, the proposed new treaty provides that pensions and so-
cial security benefits may be taxed only by the residence country. The new treaty
also provides rules regarding the allocation of taxing rights with respect to com-
pensation earned in the form of employee stock options.

The proposed new treaty provides rules governing income earned by entertainers
and sportsmen, corporate directors, government employees, and students that are
consistent with the rules of the U.S. model treaty. The new treaty continues and
improves a host-country exemption for income earned by teachers that is found in
the existing treaty, although not in the U.S. model.

The proposed new treaty contains a comprehensive limitation on benefits article,
which provides detailed rules designed to deny “treaty shoppers” the benefits of the
treaty. These rules, which were not contained in the existing treaty and which have
not been included in this form in other Japanese tax treaties, are comparable to the
rules contained in recent U.S. treaties.

At the request of Japan, the proposed new treaty includes an additional limit on
the availability of treaty benefits obtained in connection with certain back-to-back
transactions involving dividends, interest, royalties or other income. This provision
is substantially narrower than the “conduit arrangement” language found in the
2003 treaty with the United Kingdom. It is intended to address abusive transactions
involving income that flows to a third-country resident. Japanese domestic law does
not provide sufficient protection against these abusive transactions. The stricter pro-
tections against this type of abuse that are provided under U.S. domestic law will
continue to apply.

The proposed new treaty provides relief from double taxation in a manner con-
sistent with the U.S. model. The new treaty also includes a re-sourcing rule to en-
sure that a U.S. resident can obtain a U.S. foreign tax credit for Japanese taxes
paid when the treaty assigns to Japan primary taxing rights over an item of gross
income. A comparable rule applies for purposes of the Japanese foreign tax credit.

The proposed new treaty provides for non-discriminatory treatment (i.e., national
treatment) by one country to residents and nationals of the other. Also included in
the new treaty are rules necessary for administering the treaty, including rules for
the resolution of disputes under the treaty. The information exchange provisions of
the new treaty generally follow the U.S. model and make clear that Japan will pro-
vide U.S. tax officials such information as is relevant to carry out the provisions of
the treaty and the domestic tax laws of the United States. Inclusion of this U.S.
model provision was made possible by a recent change in Japanese law.

Sri Lanka

The United States does not currently have an income tax treaty with Sri Lanka.
The proposed income tax Convention with Sri Lanka was signed in Colombo on
March 14, 1985 but was not acted on by the Senate at that time because changes
made to U.S. international tax rules by the Tax Reform Act of 1986 necessitated
some modifications to the agreement. The proposed Protocol, which was signed on
September 20, 2002, amends the 1985 Convention to reflect changes in domestic law
since 1985 as well as developments in U.S. tax treaty policy and includes modifica-
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tions that better reflect U.S. tax treaty preferences. We are requesting the Com-
mittee to report favorably on both the 1985 Convention and the 2002 Protocol.

The proposed new treaty generally follows the pattern of the U.S. model treaty,
while incorporating some provisions found in other U.S. treaties with developing
countries. The maximum rates of source-country withholding taxes on investment
income provided in the proposed treaty are generally equal to or lower than the
maximum rates provided in other U.S. treaties with developing countries (and some
developed countries).

The proposed treaty generally provides a maximum source-country withholding
tax rate on dividends of 15 percent. Special rules consistent with those in the U.S.
model treaty apply to certain dividends paid by a U.S. real estate investment trust.
The proposed treaty provides a maximum source-country withholding tax rate on in-
terest of 10 percent. This source-country tax is eliminated in the case of interest
paid by one of the two governments or received by one of the two governments or
one of the central banks.

Under the proposed treaty, royalties may be subject to source-country withholding
taxes at a maximum rate of 10 percent. As in many treaties with developing coun-
tries, the royalties article also covers rents with respect to tangible personal prop-
erty: in the case of such rents, however, the maximum withholding tax rate is 5 per-
cent. These rules in the proposed treaty do not apply to rental income with respect
to the lease of containers, ships or aircraft, which is instead covered by the specific
rules in the shipping article.

The rules in the proposed treaty relating to income from shipping and air trans-
port are complicated in terms of drafting, but produce results that in most cases are
consistent with many recent U.S. tax treaties. First and simplest, under the pro-
posed treaty income derived from the rental of containers used in international traf-
fic is taxable only in the country of residence and not in the source country. Exclu-
sive residence-country taxation of such income is the preferred U.S. position re-
flected in the U.S. model treaty. Second. the proposed treaty provides that income
derived from the international operation of aircraft also is taxable only in the coun-
try of residence. This rule eliminating source-country tax covers income derived
from aircraft leases on a full basis as well as profits from the rental of aircraft on
a bareboat basis if the aircraft are operated in international traffic by the lessee or
if the lease is incidental to other profits from the operation of aircraft. Third, the
rules in the treaty provide for some source-country taxation of income from the oper-
ation and rental of ships, but not to exceed the source-country tax that may be im-
posed under any of Sri Lanka’s other treaties. Sri Lanka has entered into two trea-
ties that eliminate source-country tax on income from the operation of ships and has
confirmed through diplomatic note that this exemption from source-country tax will
apply in the case of the United States as well.

The proposed treaty provides the basic tax treaty rule that business profits of a
resident of one of the treaty countries generally may be taxed in the other country
only when such profits are attributable to a permanent establishment located in
that other country. The rules in the proposed treaty permit broader host-country
taxation than is provided for in the U.S. model treaty. In this regard, the definition
of permanent establishment in the proposed treaty is somewhat broader than the
definition in the U.S. model, which lowers the threshold level of activity required
for imposition of host-country tax. This permanent establishment definition is con-
sistent with other U.S. treaties with developing countries. In addition, the proposed
treaty provides that certain profits that are not attributable to the permanent estab-
lishment may be taxed in the host state if they arise from business activities carried
on in the host state that are similar to those carried on through the permanent es-
tablishment. These rules are quite similar to rules found in our tax treaties with
other developing countries.

The proposed treaty’s rules for taxation of income from personal services similarly
are consistent with our recent treaties with developing countries. Under the pro-
posed treaty, income earned through independent personal services may be taxed
in the host country if they are performed through a fixed base or if the individual
performing the services was in the host country for more than 183 days in any 12-
month period. The proposed treaty provides rules governing income earned by enter-
tainers and sportsmen. corporate directors and government employees that are
broadly consistent with the rules of the U.S. model treaty. The proposed treaty also
includes a limited exemption from source country taxation of students.

The proposed treaty contains a comprehensive limitation on benefits article, which
provides detailed rules designed to deny “treaty shoppers” the benefits of the treaty.
These rules are comparable to the rules contained in the U.S. model and recent U.S.
treaties.
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The proposed treaty also sets out the manner in which each country will relieve
double taxation. Both the United States and Sri Lanka will provide such relief
through the foreign tax credit mechanism, including a deemed paid credit for indi-
rect taxes paid by subsidiary companies.

The proposed treaty provides for non-discriminatory treatment (i.e.. national
treatment) by one country to residents and nationals of the other. Also included in
the proposed treaty are rules necessary for administering the treaty, including rules
for the resolution of disputes under the treaty.

The proposed treaty includes an exchange of information provision that generally
follows the U.S. model. Under these provisions, Sri Lanka will provide U.S. tax offi-
cials such information as is relevant to carry out the provisions of the treaty and
the domestic tax laws of the United States. Sri Lanka has confirmed through diplo-
matic note, its ability to obtain and exchange key information relevant for tax pur-
poses. The information that may be exchanged includes information held by finan-
cial institutions, nominees or persons acting in an agency or fiduciary capacity.

TREATY PROGRAM PRIORITIES

We continue to maintain a very active calendar of tax treaty negotiations. We cur-
rently are in ongoing negotiations with Bangladesh, Canada, Chile, Hungary, Ice-
land and Korea. We also have substantially completed work with the Netherlands,
France and Barbados and look forward to the conclusion of these new agreements.

With respect to future negotiations, we expect to begin discussions soon with Ger-
many and Norway. Another key priority is updating the few remaining treaties that
provide for low withholding tax rates but do not include the limitation on benefits
provisions needed to protect against the possibility of treaty shopping. Also a pri-
ority is entering into new treaties with the former Soviet republics that are still cov-
ered by the old U.S.S.R. treaty (which does not include an adequate exchange of in-
formation provision). We also are focused on continuing to expand our treaty net-
work by entering into new tax treaty relationships with countries that have the po-
tential to be important trading partners in the future.

Significant resources have been devoted in recent years to the negotiation of new
tax treaties with Japan and the United Kingdom, two major trade and investment
partners for the United States and two of our oldest tax treaties. With the comple-
tion of these important negotiations, we believe that it would be appropriate to up-
date the U.S. model treaty to reflect our negotiating experiences since 1996. A new
model will help facilitate the negotiations we expect to begin in the near future. We
look forward to working with the staffs of the Senate Foreign Relations Committee
and Joint Committee on Taxation on this project.

CONCLUSION

Let me conclude by again thanking the Committee for its continuing interest in
the tax treaty program, and the Members and staff for devoting the time and atten-
tion to the review of these new agreements. We appreciate the assistance and co-
operation of the staffs of this Committee and of the Joint Committee on Taxation
in the tax treaty process.

We urge the Committee to take prompt and favorable action on the agreements
before you today. Such action will help to reduce barriers to cross-border trade and
investment by further strengthening our economic relations with a country that has
been a significant economic and political partner for many years and by expanding
our economic relations with an important trading partner in the developing world.

The CHAIRMAN. Well, thank you very much, Ms. Angus. Nice lit-
tle introduction for you, Mr. Yin, a commendation. We likewise ap-
preciate that help with our staff. Would you please proceed with
your testimony.

STATEMENT OF GEORGE YIN, CHIEF OF STAFF, JOINT
COMMITTEE ON TAXATION

Mr. YIN. Thank you very much, Mr. Chairman. It’s a pleasure to
be here today to offer the testimony of the staff of the Joint Com-
mittee on Taxation. As in the past, the Joint Committee on Tax-
ation staff has prepared pamphlets describing the proposed treaties
and the issues raised by them, and we’ve consulted with the Treas-
ury staff as well as members of your staff.
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With your permission, I'm just going to highlight a few of the
points that are made in my written testimony.

The CHAIRMAN. Yes. And the full testimony of both of you will
be in the record in full, and if you would summarize, that would
be great.

Mr. YIN. Thank you very much. With respect to the Japan treaty,
one of the most significant issues certainly is the proposed zero
withholding tax rate on direct dividends. That is, under certain
conditions, the treaty would eliminate source-country taxation on
cross-border dividends by one corporation to another owning over
50 percent of the payer. Under the current treaty, there’s a 10 per-
cent withholding tax.

I'd like to illustrate the significance of this change by directing
your attention to appendix A and appendix B in my written state-
ment. These are the last two pages of my written statement. Ap-
pendix A shows a little diagram of a typical arrangement where a
United States taxpayer has a direct investment in Japan, and what
this diagram is trying to illustrate is that under both the current
treaty as well as the proposed treaty, there are two aspects that
are completely unchanged by the proposal.

The first thing is that under current law as well as under the
proposed treaty, the Japanese operating company, the subsidiary
company that’s doing business in Japan, will continue to pay
source-country taxation to Japan on its operating profits, currently
at a 30 percent rate.

The treaty also does not change the taxation of the U.S. parent
company by the United States. That is, the United States will im-
pose a corporate tax on the dividend paid by the operating sub-
sidiary to the parent, generally at a 35 percent tax rate.

So those two aspects are completely unchanged by the proposed
treaty. What will be changed is, if the treaty is approved, is that
under the current treaty arrangement, the source country, in this
case Japan, imposes an additional 10 percent withholding tax on
the distribution of a dividend from the subsidiary to the parent.
This is in addition to the tax that Japan imposes on the operating
profits of the company. The withholding tax will be eliminated
under the proposed treaty, and so that’s one aspect that’s changed.

And the second aspect is, because U.S. taxpayers in general are
entitled to claim a foreign tax credit for taxes that they pay to
Japan, the foreign tax credit claims of U.S. taxpayers would be re-
duced in this situation, which would then therefore increase U.S.
taxes collected.

If you turn to appendix B, you see exactly the opposite situation
where you have a typical arrangement of Japanese direct invest-
ment in the United States. And here again, essentially the same
conclusions can be reached. That is, the treaty does not change the
U.S.’s taxation of the operating subsidiary’s profits. The treaty does
not change Japan’s taxation of the dividend received by the Japa-
nese parent company. The treaty simply changes the amount of the
additional source-country tax imposed by the U.S. currently on the
distribution of the dividend to the Japanese parent, and that in
turn will then reduce the amount of Japanese foreign tax credits
that the Japanese taxpayer can claim against its Japanese tax.
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These two examples illustrate essentially what this proposed re-
duction in withholding tax would do. One is to shift some of the
taxing jurisdiction of the income from the source country to the res-
idence country. And second, because under current law foreign tax
credits, both in Japan and the United States, are limited in certain
circumstances, some taxpayers under the current treaty are re-
quired to pay some amount of international double taxation to the
amount they’re unable to fully utilize their foreign tax credits. The
zero rate would reduce that and thereby produce a reduction in the
worldwide tax liability of those taxpayers.

In terms of issues on this, I might point out a couple of things.
One is that the entitlement to this zero rate under the proposed
treaty would apply to parent companies that own over 50 percent
of subsidiaries. This is less than the 80 percent standard that was
in the three treaties approved by the Senate last year. This also
may have an implication in terms of the Mexico treaty, because the
Mexican treaty has a most favored nation provision, which might
trigger some consultations.

Another issue, a broader issue, is of course whether this proposal
by the Treasury signals some broader shift in U.S. treaty policy.
Under what circumstances, for example, would the Treasury con-
tinue to offer a zero rate arrangement? Those are issues that cer-
tainly the committee might want to inquire.

Let me just mention a few other issues that are raised by the
Japanese treaty and then a few issues in the Sri Lanka agreement.
First, in terms of anti-conduit rules, these are rules which essen-
tially deny benefits of certain provisions where the taxpayer in a
treaty country serves in essence as a mere conduit for the actual
transaction, which involves a taxpayer which is not a resident of
either treaty country.

The issue here is simply a question of confusion, or potential con-
fusion. The United States, as part of its domestic law, already has
more comprehensive anti-conduit rules than is provided in the trea-
ty, and so the question is why the treaty, in providing these rules,
simply didn’t limit them to Japanese law purposes and not given
the rules any applicability for U.S. law purposes.

The second issue involves the insurance excise tax. The proposed
treaty proposes to waive the U.S. excise tax on foreign insurance
companies, such as Japanese insurance companies insuring or re-
insuring U.S. risks. The question the committee may wish to raise
is whether Japan imposes a significant enough tax on the insur-
ance income of Japanese insurance companies to ensure that U.S.
insurers would not be placed at a competitive disadvantage as a re-
sult of this proposal.

The third issue involves a unique provision which would permit
Japan to tax gains in certain circumstances of U.S. investors on in-
vestments they make in restructured Japanese financial institu-
tions. This is, of course, contrary in general to the U.S. model trea-
ty position, which would preserve the jurisdiction of the residence
country, in this case that would be the United States, and not per-
mit source-country jurisdiction over those gains. The question for
the committee is whether this deviation in this instance would be
considered justified.
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Next issue involves certain recharacterizations of certain kinds of
non-arm’s-length payments and contingent interest. The U.S.
model treaty position with respect to these is to permit the re-
characterization to take place as under the domestic laws of each
nation. The question for the committee is why the proposed treaty
doesn’t follow that model position. In fact, there are some instances
in which the treaty provision would produce a different result than
would be produced under U.S. domestic law.

Another issue involves the FIRPTA jurisdiction. Under the U.S.
model, the U.S. preserves its jurisdiction to tax foreign investors of
either direct or indirect investments in U.S. real property. Under
the proposed treaty, the U.S. jurisdiction to tax these gains is gen-
erally preserved, but not completely preserved. That is, the treaty
allows certain types of gains to escape U.S. taxation which would
otherwise be taxed under U.S. domestic law. And so the question
the committee might want to raise is why did the U.S. choose to
surrender some jurisdiction in this area.

And then finally I'll mention that the U.S. model treaty is impor-
tant to keep up. It’s very helpful to taxpayers, to Congress, and to
foreign governments, in articulating what the U.S. treaty policy is,
and we believe that the current model is becoming somewhat obso-
lete. In that regard, we welcome the indication in the Treasury’s
written statement that they do intend to update this model.

Very briefly, I'll mention a couple of issues with respect to the
Sri Lanka agreement. First is that in this Sri Lanka agreement,
unlike the U.S. model, the agreement would permit some degree of
greater source-country jurisdiction over taxation of cross-border in-
vestment and activities. This is typical of developing country con-
cessions, and the question would be whether it would be appro-
priate in this case for Sri Lanka.

The second question is that in certain circumstances it isn’t clear
that the proposed agreement with Sri Lanka took into account the
most recent changes in Sri Lankan tax law, and that would be an
area that might be—the committee might wish to inquire about.

Third, there’s a provision which, in the Sri Lanka agreement,
which limits the disclosure of exchanged information and does not
permit persons engaged in oversight of the tax system, such as the
GAO and tax writing committees of Congress, to examine the infor-
mation. That would be something the committee may wish to con-
sider.

And last, the State Department has indicated that Sri Lanka is
currently experiencing a domestic political crisis, and so the ques-
tion would be whether it would be appropriate to reach an agree-
ment in this environment.

Thank you very much. I'd be happy to answer any questions ei-
ther now or in the future.

[The prepared statement of Mr. Yin follows:]

PREPARED STATEMENT OF THE STAFF OF THE JOINT COMMITTEE ON TAXATION 1
My name is George Yin. I am Chief of Staff of the Joint Committee on Taxation.

It is my pleasure to present the testimony of the staff of the Joint Committee on

1This document may be cited as follows: Joint Committee on Taxation, Testimony of the Staff
of the Joint Committee on Taxation Before the Senate Committee on Foreign Relations Hearing
on the Proposed Tax Treaties with Japan and Sri Lanka (JCX-13-04), February 23, 2004.
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Taxation today concerning the proposed income tax treaties with Japan and Sri
Lanka.

OVERVIEW

As in the past, the Joint Committee staff has prepared pamphlets covering the
proposed treaties. The pamphlets provide detailed descriptions of the proposed trea-
ties, including comparisons with the 1996 U.S. model income tax treaty, which re-
flects preferred U.S. tax treaty policy, and with other recent U.S. tax treaties. The
pamphlets also provide detailed discussions of issues raised by the proposed trea-
ties. We consulted with the Department of the Treasury and with the staff of your
committee in analyzing the proposed treaties and in preparing the pamphlets.

The proposed treaty with Japan would replace an existing tax treaty signed in
1971. The proposed treaty with Sri Lanka represents a new tax treaty relationship
for the United States. The proposed treaty with Sri Lanka was signed in 1985, but
it never entered into force, and a protocol updating the proposed treaty was signed
in 2002. My testimony today will highlight some of the key features of the proposed
treaties and certain issues that they raise.

JAPAN

The proposed treaty with Japan is a comprehensive update of the 1971 treaty.
The provisions of the proposed treaty are generally consistent with the U.S. model
treaty; however, there are some exceptions.

“Zero-rate” dividend provision

One such exception is the relatively novel “zero rate” of withholding tax on certain
intercompany dividends. The provision would eliminate source-country tax on cross-
border dividends paid by one corporation to another corporation that owns more
than 50 percent of the stock of the dividend-paying corporation, provided that cer-
tain conditions are met. Under the current treaty with Japan, these dividends may
be subject to withholding tax in the source country at a rate of 10 percent. The pro-
posed elimination of the withholding tax is intended to further reduce tax barriers
to direct investment.

Let me illustrate the significance of this change by directing your attention to the
figure in Appendix A. This figure shows a common arrangement for U.S. investment
in Japan, where a U.S. company wholly owns a Japanese subsidiary operating in
Japan. In this case, Japan would be considered the “source” country and the United
States would be considered the “residence” country. Under both the current and pro-
posed treaties, the income of the Japanese subsidiary would generally be taxed by
the source country—Japan—at the Japanese corporate tax rate of 30 percent. Fur-
ther, the proposed treaty would not change the taxation by the residence country-
the United States—of any dividends received by the U.S. parent from the Japanese
subsidiary. The only change made by the proposed treaty would be to eliminate any
additional taxation of the dividend income by the source country, Japan, in the form
of a withholding tax. The reduction in Japanese tax would, in turn, reduce the
amount of U.S. foreign tax credits that may be claimed by the U.S. parent.

The figure in Appendix B illustrates the opposite situation of Japanese invest-
ment in the United States through a wholly owned U.S. operating subsidiary. Once
again, the proposed treaty would not affect either the U.S. tax on the U.S. subsidi-
ary’s operating income or the Japanese tax on any dividends received by the Japa-
nese parent from the U.S. subsidiary. The only change would be to eliminate the
additional source country tax currently collected by the United States upon the dis-
tribution of a dividend to the Japanese parent, and the amount of Japanese foreign
tax credits the parent may claim against its Japanese tax liability.

These examples illustrate that the effect of a zero-rate provision is generally to
reduce the taxing jurisdiction of the source country and increase the taxing jurisdic-
tion of the residence country. In this regard, the provision serves the common objec-
tive of tax treaties to resolve the competing tax claims of the source and residence
country, and thereby reduce or eliminate double taxation under the current treaty,
which provides for a positive rate of withholding tax on dividends, double taxation
may be eliminated through the foreign tax credit. However, both the United States
and Japan limit the amount of foreign tax credits that may be claimed by taxpayers.
Consequently, the current treaty may result in some degree of double taxation, and
a zero-rate provision may lead to an overall reduction for some taxpayers of this
double taxation.

This provision does not appear in the U.S. or OECD model treaties. However,
many bilateral tax treaties to which the United States is not a party eliminate with-
holding taxes in similar circumstances. The European Union has also eliminated
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withholding taxes in similar circumstances under its “Parent Subsidiary Directive.”
In 2003, the Senate approved adding zero-rate provisions to the U.S. treaties with
the United Kingdom, Australia, and Mexico. Those provisions are similar to the pro-
vision in the proposed treaty, although the proposed treaty allows a lower ownership
threshold than the provisions in the United Kingdom, Australia, and Mexico treaties
(i.e., it allows the zero rate to apply in the case of parent corporations owning more
than 50 percent of a subsidiary, as opposed to at least 80 percent). Thus, the pro-
posed treaty would be the fourth U.S. tax treaty to provide a complete exemption
from withholding tax on direct dividends, and generally would define the category
of exempt dividends more broadly than the previous three treaties.

The Committee may wish to determine whether the inclusion of the zero-rate pro-
vision in the proposed treaty signals a broader shift in U.S. tax treaty policy. In ad-
dition, the Committee may wish to consider whether and under what circumstances
the Department of the Treasury intends to pursue similar provisions in other trea-
ties and whether the U.S. model will be updated to reflect these developments.

Other issues

I will mention very briefly several other issues. These and other issues are de-
scribed in greater detail in the Joint Committee staff pamphlets.

Anti-conduit rules.—The proposed treaty contains anti-conduit rules that can op-
erate to deny the benefits of several articles of the proposed treaty. These rules are
similar to, but significantly narrower and more precise than the “main purpose”
rules that the Senate rejected in 1999 in connection with its consideration of the
U.S.-Italy and U.S.-Slovenia treaties. These rules were included in the proposed
treaty at the request of Japan. The rules are largely unnecessary for U.S. purposes
because U.S. domestic law provides generally stronger anti-conduit rules. The poten-
tial confusion between the proposed treaty provision and U.S. domestic law raises
the question whether application of the treaty provision should have been limited
to Japanese law purposes.

Insurance excise tax.—The proposed treaty also provides an exemption for Japa-
nese insurance companies from the U.S. excise tax on insurance and reinsurance
premiums paid to foreign insurers with respect to U.S. risks. The waiver may place
U.S. insurers at a competitive disadvantage with respect to Japanese competitors
in U.S. markets, depending upon the level of Japanese taxation of such competitors.
The Committee may wish to satisfy itself that the tax imposed on insurance income
by Japan is significant enough that no such disadvantage arises.

Gains on shares in restructured financial institutions.—The proposed treaty con-
tains a unique provision that would permit Japan to tax certain gains of U.S. inves-
tors on shares in Japanese financial institutions that have received substantial Jap-
anese financial assistance. (The proposed treaty provision is reciprocal, but it has
no current relevance in the United States.) The U.S. investor may be able to claim
a U.S. foreign tax credit for the Japanese tax paid, in which case U.S. tax collections
would be reduced. The Committee may wish to consider whether this special provi-
sion is warranted.

Non-arm’s length payments and contingent interest.—With respect to non-arm’s
length payments of interest and royalties (as well as certain other income) between
related parties, the proposed treaty provides that these amounts are taxable in the
source country at five percent of the amount of the excess of the payment over the
arm’s-length amount. The U.S. model and most of our tax treaties do not contain
any such limitation, and provide that non-arm’s length amounts are taxable accord-
ing to the laws of each country, taking into account the other provisions of the trea-
ty.
In addition, the U.S. model and most of our tax treaties provide a special rule
with regard to payments of contingent interest, where the yield on the debt instru-
ment tracks one or more variables such as the profits of the debtor. Under the U.S.
model, such contingent interest generally may be taxed in the source country in ac-
cordance with its laws, up to the maximum withholding rate prescribed for portfolio
dividends under the treaty if the recipient of the contingent interest is a resident
of the other treaty country. In contrast, the proposed treaty provides that contingent
interest remains subject to the interest provisions of the proposed treaty. The Com-
mittee may wish to inquire why the U.S. model position was not followed in these
two cases.

Gains on sale of U.S. real property holding corporations.—The proposed treaty
largely preserves U.S. taxing jurisdiction under the Foreign Investment in Real
Property Tax Act (“FIRPTA”) over the gain derived by a resident of Japan from the
alienation of direct or indirect interests in U.S. real property. However, the proposed
treaty generally waives some U.S. taxing jurisdiction with respect to these gains by
relaxing certain definitional requirements. The Committee may wish to inquire why
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thed[{nited States has waived this jurisdiction, which is inconsistent with the U.S.
model.

Updating the U.S. model income tax treaty.—As a general matter, U.S. model tax
treaties provide a framework for U.S. tax treaty policy. These models provide help-
ful information to taxpayers, the Congress, and foreign governments as to U.S. poli-
cies on tax treaty matters. Periodically updating the U.S. model tax treaties to re-
flect changes, revisions, developments, and the viewpoints of Congress with regard
to U.S. tax treaty policy would ensure that the model treaties remain meaningful
and relevant. The current U.S. model income tax treaty was last updated in 1996.
The staff of the Joint Committee believes that it is becoming obsolete and is in need
of an update.

SRI LANKA

Let me now mention a few issues relating to the proposed tax treaty with Sri
Lanka.

The proposed treaty differs from the U.S. model by not reducing source country
taxation as much as the model. In this regard, the proposed treaty is similar to
other treaties that the United States has entered into with developing countries.
The Committee may wish to consider whether these concessions are appropriate in
the case of Sri Lanka.

In several places, the proposed treaty appears not to reflect recent changes in Sri
Lankan tax law.

Finally, Sri Lanka is currently experiencing a domestic political crisis. The Com-
mittee may wish to consider the impact of this political instability on the proposed
treaty.

I would be happy to answer any questions that the Committee may have at this
time or in the future.

[Attachments.]
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The CHAIRMAN. Well, thank you very much, Mr. Yin. Let me
begin by asking some questions of you, Ms. Angus. First of all,
what are the criteria that Treasury looks at in designating coun-
tries for these negotiations? Do they look at the size of the country
or the scope of American business activity, or are these develop-
ments that just simply happen, that become topical and then you
seize upon them?

Ms. ANGUS. Yes, Mr. Chairman, we look at a variety of factors
including the types of factors that you’ve just identified. As part of
the process of prioritizing what treaties to consider and how to pro-
ceed with the negotiations, one of the first considerations is wheth-
er there are tax problems faced by investors that can be corrected
by a tax treaty.

Under U.S. domestic law we provide a credit for foreign taxes,
and so what we’re looking to see is whether the interaction of our
domestic law with the law of the other partner gives rise to the
kind of double taxation that the treaties are designed to address.

If there are those sorts of potential issues, given the interaction
of the laws of the two countries, we also take into account the ex-
tent of bilateral economic relations between the two countries, as
well as the structure of the other country’s tax system, its develop-
ment, whether it’s continuing to evolve, and some of the fundamen-
tals of the structure of the system to make sure that the system
is such that a treaty would serve to accomplish the function of
meshing the two systems.

Because a tax treaty is an individualized agreement that coordi-
nates the systems of the countries, it is important that the other
country have a relatively stable tax system. I say that with some
hesitation because we do make changes to our own tax law now
and again, and those changes sometimes require that we make
changes to existing tax treaties. But what we’re looking to in terms
of the country is are they contemplating or about to embark on a
fundamental change in their tax system, in which case it might be
better to wait until the system is more settled so that we can make
sure that the treaty has lasting value.

The CHAIRMAN. Are there significant differences in the proposed
treaty with Japan from that which we have adopted with Great
Britain or the United Kingdom?

Ms. ANGUSs. I think that the two treaties, the treaty that the
committee considered last year with the U.K. and the treaty with
Japan are really quite similar. Obviously both very significant part-
ners of ours, both modernizations of existing treaties. I think per-
haps the biggest difference is really a difference in how much evo-
lution there was from the existing treaty to the new treaty. There
were important changes and very necessary changes made from the
then existing U.K. treaty to the now current U.K. treaty to reflect
changes in U.K. law as well as developments with respect to rela-
tions between the two countries and developments in treaty policy.

The changes between the existing treaty, the 1971 treaty with
Japan, which is an even older treaty, and the treaty before you
today, are much more dramatic.

The CHAIRMAN. Mention has been made by Mr. Yin, and also in
your overall testimony, about the model treaty and the fact that
Treasury has recognized that in some ways this treaty may need
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to be updated. How does that procedure progress? For instance, Mr.
Yin has raised a number of issues today, some of which might be
overtaken by modernization of the model. Maybe some other issues
might not, but can you discuss the process a bit just as back-
ground, because we shall probably have some more of these hear-
ings?

Ms. ANGUS. Certainly. We agree that it would be an appropriate
time to update the model. The model dates back to 1996. Now that
we’ve completed negotiations with both the U.K. and Japan it’s a
particularly good time to revisit the model in light of the negoti-
ating experience that we’ve had since the model was last updated
in 1996.

In terms of the process, I think we would look forward to begin-
ning discussions with this committee and the Joint Committee on
Taxation about some of the issues related to an update of the
model and we would be hopeful of being in a position to issue a
new model this year.

Given the age of the model and given developments, I think it
would make the most sense to do an update of the model. There
are parts of the model that continue to work very well and there’s
no need to revisit those. Instead, we should focus our attention on
updating it to take into account changes in policy. There have been
some developments with respect to, for example, the treatment of
dividends from real estate investment trusts that began to be in-
cluded in treaties in 1997 and ought to be reflected in the model.

There have been some changes in our domestic law and we ought
to consider whether that would require any tweaking to the model.
And then there have been some developments with respect to prac-
tice, experiences that we've gained from the many negotiations
since the model was updated, such as some modernization of the
limitation on benefits provisions, the provisions that prevent trea-
ties from being improperly used by residents of third countries.
Those provisions, that concept of having a detailed limitation on
benefits provisions, was relatively new in 1996 and we have more
experience with that, and so, as I said, we are in complete agree-
ment that an update of the model would be valuable to provide
guidance.

The CHAIRMAN. Having said that, you've carefully negotiated
each of the provisions of the Japanese treaty. I mention this be-
cause it seems to me that Mr. Yin raises a number of interesting
questions of deviations either from that model or from others. But
clearly those were in the mind of Treasury negotiators, both the
model as well as the precedent.

Are there any of the areas in which Mr. Yin has directed the
committee’s attention that are especially important to highlight or
that should lead to any controversy about the treaty?

Ms. ANGUS. I think a number of the areas that Mr. Yin high-
lighted are differences from our model or from other U.S. treaties
that are because of features of Japanese law or Japanese treaty
practice, and as you’ve noted, a treaty is an individualized agree-
ment that is meshing those systems. And so there are situations
that arise in any bilateral relationship that require particular tai-
loring.
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One provision that Mr. Yin noted was the inclusion of anti-con-
duit rules in the treaty to prevent benefits of the treaty from flow-
ing inappropriately to residents of third countries through back-to-
back types of transactions that are structured to get those benefits.
The provisions in the treaty are quite narrow. They are narrower
than provisions that were considered by the committee last year in
connection with the U.K. treaty. They really are in some senses
more like the back-to-back provisions that were included in our
treaty with Australia and our treaty with Mexico. They are provi-
sions that were included at the request of Japan because Japan
didn’t have the anti-abuse rules in its domestic law that would
allow it to deal with these abuse situations.

As Mr. Yin noted, the United States does have such anti-abuse
rules. In fact, we have more comprehensive anti-abuse rules and
we took great care in the technical explanation to make clear that
those rules continue to apply, that the U.S. anti-abuse rules will
continue to be applied by the United States. We appreciate that the
Joint Committee in its description of the treaty also made that
point too, to eliminate any potential for confusion because of this
difference.

The alternative here would have been to put a one-sided provi-
sion in, to say that in the case of Japan these back-to-back rules
would apply. We were concerned that that itself could create confu-
sion, because it might create the implication that those rules didn’t
apply in the United States, when instead the intended implication
was that our more comprehensive rules would apply.

Just to note, another provision where there’s a difference be-
tween our model treaty in the drafting but not in the result, this
is another that Mr. Yin noted, was the treatment of what are re-
ferred to as payments in excess of arm’s length. The situation can
arise when a company, for example, a subsidiary may make an in-
terest payment to its parent and the tax authorities conclude that
that interest payment exceeds the amount of interest that would be
paid on an arm’s-length transaction. Typically under U.S. law in
that situation we recharacterize any excess as dividends, since the
other relationship between the subsidiary and the parent would be
to deliver money through dividends.

Our model treaty addresses this by saying that in the cases of
payments that are determined to be in excess of the arm’s-length
payment of interest, for example, you don’t look to the rules of
withholding taxes on interest, but instead you look to domestic law
with due regard to the provisions of the treaty. So under U.S. do-
mestic law, we would characterize that as a dividend and we would
apply the dividend withholding tax rate.

In Japan in that same situation, so if it’s a Japanese subsidiary
of U.S. company, in Japan they look at that transaction and deny
a deduction for the excess amount of interest, but then they apply
their domestic law withholding tax rate. They don’t recharacterize
the transaction as a dividend. Instead they apply a 20 percent tax
rate. That’s a potentially punitive result, and had we put in our
model provision that simply said to look to domestic law, we would
have continued that result. So instead we chose drafting that was
intended to get to the result that you apply a withholding tax on
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that amount of income at the lower rate, 5 percent, which is a rate
that applies in the case of dividends.

So, again, that’s a situation designed to tailor provisions in order
to deal with the specifics of Japanese domestic law.

The CHAIRMAN. I appreciate very much this additional, very tech-
nical testimony. Clearly the intent of Treasury, of the Joint Com-
mittee, of this committee, and of the Congress is to try to make
available to American business export opportunities, as well incen-
tives to be involved with fairness, with Japan in this case or with
Sri Lanka as well as toward ourselves. But there are differences in
the codes.

There is an ongoing controversy that you face in the Treasury.
Our colleagues in the Finance Committee might have you face this
constantly, in terms of international transactions and taxes. From
time to time, as you have witnessed in your career, allegations of
invasion surface.

The technicalities here are extremely important. I appreciate you
reciting them because they indicate the care you have given to
make sure that our anti-abuse aspect of this, which means that
fairness to all American taxpayers, has been uppermost. You have
considered the ways in which we can expedite business, encourage
it. All of these equities have to be weighed. They are important,
and this is why this hearing is mandatory before we consider a
treaty of this complexity, so that there is an open record. We appre-
ciate the contributions of both of you to this.

Now, one point you've made, Mr. Yin—and I would like your
comments likewise, Ms. Angus—with regard to Sri Lanka, you
have commented that currently the political situation in that coun-
try may not be such that it would be appropriate to proceed at this
point. I referenced in my opening comments an acknowledgment of
ongoing difficulties that clearly Sri Lankan statesmen have men-
tioned to us as they have visited here. My own judgment, at least
initially, prior to hearing this discussion, was that even notwith-
standing the fact that turmoil has continued in some parts of the
country, still the overall stability of the country is such that it
would be appropriate to consider the treaty.

Do either one of you want to make any further comment on
whether it is timely to proceed with Sri Lanka, at least as the com-
mittee intends to do? Is there important testimony that we should
not?

Ms. Angus.

Ms. ANGUS. We certainly do think that it is important and timely
to proceed with respect to the treaty. The treaty with Sri Lanka is
one that has a long history with the underlying treaty first signed
in 1985. Because of development in U.S. law and other develop-
ments, it has taken some time to conclude a final agreement.

We believe that there is sufficient stability that we don’t see any
problems in Sri Lanka going forward with this agreement. We
think this agreement will provide valuable certainty to investors
that are in that region, a certainty that will allow them greater
confidence in the tax results of their transactions, and so we do be-
lieve that it is appropriate to go forward with this agreement.

Again, it is always important when we have an opportunity like
this to expand our tax treaty network to emerging economies in
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parts of the world and countries where we don’t currently have
those relations, and so we think it is important to go forward.

The CHAIRMAN. Do you have a further comment, Mr. Yin?

Mr. YIN. Yes, Senator. Of course, we’'re not in a position to be
able to give guidance on the degree of instability in the country,
but to the extent the country’s political situation is unstable, it
does raise some questions to consider. Certainly one of the aspects
of tax treaties is reliance upon the competent authority in each
country, and to the extent the country is unstable, it’s not nec-
essarily going to be clear who the competent authority is.

Another aspect that is important is what the substantive tax law
is, and the greater the instability the greater uncertainty as to
what the law is.

And finally, potentially the most important issue is that as part
of a tax treaty, typically, as in the case of Sri Lanka and as well
as Japan, there’s some authorization of an exchange of information.
This is, of course, very important information from the U.S. tax-
payer’s standpoint, privacy rights and so forth, and so there would
be concerns as to whether, if the government is unstable, those
kinds of protections would be preserved.

We quite agree that cutting the other way is that there are tax-
payers both in the United States and in Sri Lanka that are con-
tinuing and will continue to do business in the other country, and
to the extent the proposed agreement provides them with greater
certainty as to the consequences of their transactions, that may be
a benefit that even despite the political instability, may make the
proposed treaty worth pursuing.

The CHAIRMAN. I think that’s an important point, in addition the
one that Ms. Angus made about the fact that we are trying to ex-
pand the scope of these treaties to developing countries. On some
occasions that is going to mean something less stable than perhaps
Great Britain and Japan—to take archetypes of those countries
that are the largest and most stable.

Well, I thank both of you. Let me just mention before I ask the
other two witnesses to come forward that we have as always en-
forced some scheduling problems in our hearings. We are going to
have a rollcall vote at 10:30. What I would propose, without I hope
outraging anyone, is that both of the next two witnesses summa-
rize their testimony perhaps in 4 or 5 minutes each. We would thus
accept the testimony and conclude the hearing. Otherwise, could
declare a recess, I am prepared to do that and to come back after
the vote, but we will have a gap of about a half an hour because
of the length of the rollcall due to its being the first one in the
morning on a very controversial issue.

Let me thank both of you. I now ask the next two witnesses, Mr.
Reinsch and Mr. Fatheree, to come forward. I thank you both of
you for preparing very thoughtful testimony. You heard an expla-
nation of our timing situation. Is it acceptable to both of you to
summarize your statements in a few minutes. Alternatively, do you
feel that we ought to devote more time to the points that you're
going to make, in which case we would need to recess for about a
half an hour and then come back and consider them at that point?
Do }?fou have any thought about procedure quite apart from con-
tent?
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Mr. REINSCH. I'm happy to summarize, Mr. Chairman.

Mr. FATHEREE. Likewise.

The CHAIRMAN. Well, I appreciate that very much. Would you
please proceed, Mr. Reinsch.

STATEMENT OF HON. WILLIAM A. REINSCH, PRESIDENT,
NATIONAL FOREIGN TRADE COUNCIL

Mr. REINSCH. Yes. Thank you, Mr. Chairman. The quickest sum-
mary is just to say we’re for it. We’re for both of them, and I could
stop talking right now, but let me make a few comments, trusting
that my full statement will be in the record.

The CHAIRMAN. It will be, both statements will be in the record
in full.

Mr. REINSCH. Thank you. You know who the NFTC is, so I don’t
need to give you that part, and I think that I will leave for the
record the question about why these matters are important. I will
just say that we have supported the tax treaty negotiation process
because we believe that these agreements are important to har-
monize the tax systems of the two countries that are involved in
any treaty with respect to persons involved in cross-border invest-
ment in trade so that you eliminate double taxation by allocating
taxing jurisdiction over the income between the two countries.

If we didn’t have tax treaties, income from international trans-
actions or investment may be subject to double taxation, which is
a real obstacle for business, and that is something that we strive
to eliminate and work very closely with the Treasury to that end.

Now, with respect to the agreements that are before the com-
mittee right now, as I said a minute ago, we support them. We be-
lieve the Japan tax treaty is a much needed update to an agree-
ment between the world’s two largest economies that’s over 30
years old. Its completion will enhance an already flourishing eco-
nomic relationship between our two countries.

We have for years urged adjustment of U.S. treaty policies to
allow for a zero withholding rate on related dividends, and we con-
gratulate the Treasury for making further progress in this treaty
with Japan. This agreement makes an important contribution to-
ward improving the economic competitiveness of U.S. companies. It
bolsters and improves upon the standards set in the United King-
dom, Australia, and Mexican agreements ratified last year by low-
ering the ownership threshold required to receive the benefit of the
zero dividend withholding rate from 80 to 50 percent.

We thank the committee for its prior support of this evolution in
U.S. tax treaty policy, and we strongly urge you to continue that
support by approving the Japan treaty. The treaty, as Ms. Angus
noted, also deals with the elimination of withholding tax on parent
subsidiary dividends as well as on royalties and interest, and I
won’t dwell on the details of that as she has already gone into a
much more detailed analysis than I was prepared to go into any-
way.

We believe that the Senate’s ratification of these treaties will
help Treasury in its continuing effort to negotiate similar agree-
ments with other countries. Among the reasons that this treaty is
important to the U.S. business community is the actual and prece-
dential effect of eliminating the withholding tax on parent sub-
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sidiary dividends, royalties, and interest, and because of several
other benefits they introduce.

We'’re particularly hopeful the Senate will complete its ratifica-
tion procedures so that instruments of ratification may be ex-
changed before April 1. This will prevent a delay in access to the
Japan treaty’s relief from withholding taxes since those provisions
go into effect July 1 only if both parties have completed their proc-
ess by the end of March. If ratification of the treaty is completed
in 2004 but after the end of March, the treaty benefits will be de-
layed until next January, which is something that we would not
like to see. That’s why we’re particularly grateful, Mr. Chairman,
for your efforts to schedule this hearing rapidly and your commit-
ment in your opening statement to move the committee forward on
it.

Let me say we also support the tax treaty and protocol with Sri
Lanka. We believe it represents a new tax treaty relationship for
the United States, and it is a significant step forward in our eco-
nomic relationship with Sri Lanka. I can’t comment on the stability
question either except simply to say that to the extent that we reg-
ularize and improve the bilateral tax relationship, we improve the
business climate there, improve the likelihood there will be U.S. in-
vestment there, and that will be a good thing for stability in Sri
Lanka. And so that is one of the reasons why we in particular sup-
port that treaty.

My statement includes a number of general comments on the tax
treaty process that endorses the thoroughness with which this com-
mittee has gone about this business in the past, and I urge you to
continue doing it with that same both thoroughness and efficiency.

We also want to reaffirm our support for the existing procedure
by which Treasury consults on a regular basis with your com-
mittee, Mr. Chairman, and the Finance and Ways and Means Com-
mittees and the appropriate staffs concerning tax treaty issues and
?egotiations, and on the interaction between treaties and tax legis-
ation.

We encourage all participants in the consultations to give them
a high priority. As I said, we also commend you on moving so
quickly on this. Let me also say in conclusion, Mr. Chairman, that
we're very grateful to you and the other members of the committee
for giving international economic relations such prominence in your
committee’s agenda. We work very closely with your staff on these
matters and we're very pleased at your own focus.

I will conclude, Mr. Chairman, on a related note by thanking you
in particular for coming to appear at USA Engage’s annual meeting
2 weeks ago. I regret I couldn’t be there, but we very much appre-
ciated your appearance there and your remarks. We look forward
to working with you both on the tax treaties, but also on your sanc-
tions reformat act, which we also support. Thank you.

[The prepared statement of Mr. Reinsch follows:]

PREPARED STATEMENT OF WILLIAM A. REINSCH, PRESIDENT, NATIONAL FOREIGN
TRADE COUNCIL

Mr. Chairman and Members of the Committee:

The National Foreign Trade Council (NFTC) is pleased to recommend ratification
of the treaties and protocol under consideration by the Committee today. We appre-
ciate the Chairman’s actions in scheduling this hearing so promptly, and we strong-
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ly urge the Committee to reaffirm the United States’ historic opposition to double
taxation by giving its full support to the pending Japanese Tax Treaty and the Sri
Lanka Tax Treaty and Protocol.

The NFTC, organized in 1914, is an association of some 300 U.S. business enter-
prises engaged in all aspects of international trade and investment. Our member-
ship covers the full spectrum of industrial, commercial, financial, and service activi-
ties, and the NFTC therefore seeks to foster an environment in which U.S. compa-
nies can be dynamic and effective competitors in the international business arena.
To achieve this goal, American businesses must be able to participate fully in busi-
ness activities throughout the world, through the export of goods, services, tech-
nology, and entertainment, and through direct investment in facilities abroad. As
global competition grows ever more intense, it is vital to the health of U.S. enter-
prises and to their continuing ability to contribute to the U.S. economy that they
be free from excessive foreign taxes or double taxation and impediments to the flow
of capital that can serve as barriers to full participation in the international market-
place. Foreign trade is fundamental to the economic growth of U.S. companies. Tax
treaties are a crucial component of the framework that is necessary to allow that
growth and to balanced competition.

This is why the NFTC has long supported the expansion and strengthening of the
U.S. tax treaty network and why we are here today to recommend ratification of
the Tax Convention with Japan and the Tax Convention and Protocol with Sri
Lanka.

TAX TREATIES AND THEIR IMPORTANCE TO THE UNITED STATES

Tax treaties are bilateral agreements between the United States and foreign coun-
tries that serve to harmonize the tax systems of the two countries in respect of per-
sons involved in cross-border investment and trade. Tax treaties eliminate this dou-
ble taxation by allocating taxing jurisdiction over the income between the two coun-
tries. In the absence of tax treaties, income from international transactions or in-
vestment may be subject to double taxation, first by the country where the income
arises and again by the country of the recipient’s residence.

In addition, the tax systems of most countries impose withholding taxes, fre-
quently at high rates, on payments of dividends, interest, and royalties to for-
eigners, and treaties are the mechanism by which these taxes are lowered on a bi-
lateral basis. If U.S. enterprises earning such income abroad cannot enjoy the re-
duced foreign withholding rates offered by a tax treaty, they are liable to suffer ex-
cessive and noncreditable levels of foreign tax and to be at a competitive disadvan-
tage relative to traders and investors from other countries that do have such bene-
fits. Tax treaties serve to prevent this barrier to U.S. participation in international
commerce.

If U.S. businesses are going to maintain a competitive position around the world,
we need a treaty policy that protects them from multiple or excessive levels of for-
eign tax on cross border investments, particularly if their competitors already enjoy
that advantage. The United States has lagged behind other developed countries in
eliminating this withholding tax and leveling the playing field for cross-border in-
vestment. The European Union (EU) eliminated the tax on intra-EU, parent-sub-
sidiary dividends over a decade ago and dozens of bilateral treaties between foreign
countries have also followed that route. The majority of OECD countries now have
gila(tieral treaties in place that provide for a zero rate on parent-subsidiary divi-

ends.

Tax treaties also provide other features that are vital to the competitive position
of U.S. businesses. For example, by prescribing internationally agreed thresholds for
the imposition of taxation by foreign countries on inbound investment, and by re-
quiring foreign tax laws to be applied in a nondiscriminatory manner to U.S. enter-
prises, treaties offer a significant measure of certainty to potential investors. An-
other extremely important benefit which is available exclusively under tax treaties
is the mutual agreement procedure. This bilateral administrative mechanism avoids
double taxation on cross-border transactions.

Taxpayers are not the only beneficiaries of tax treaties. Treaties protect the legiti-
mate enforcement interests of the United States by providing for the administration
of U.S. tax laws and the implementation of U.S. treaty policy. The article that pro-
vides for the exchange of information between tax authorities is an excellent exam-
ple of the benefits that result from an expanded tax treaty network. Treaties also
offer the possibility of administrative assistance in the collection of taxes between
the relevant tax authorities.

A framework for the resolution of disputes with respect to overlapping claims by
the respective governments are also provided for in tax treaties. In particular, the
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practices of the Competent Authorities under the treaties have led to agreements,
known as “Advance Pricing Agreements” or “APAs,” through which tax authorities
of the United States and other countries have been able to avoid costly and unpro-
ductive proceedings over appropriate transfer prices for the trade in goods and serv-
ices between related entities. APAs, which are agreements jointly entered into be-
tween one or more countries and particular taxpayers, have become common and
increasingly popular procedures for countries and taxpayers to settle their transfer
pricing issues in advance of dispute. The clear trend is that treaties are becoming
an increasingly important tool used by tax authorities and taxpayers alike in striv-
ing for fairer and more efficient application of the tax laws.

AGREEMENTS BEFORE THE COMMITTEE

The Japan Tax Treaty that is before the committee today is a much needed up-
date to an agreement between the world’s two largest economies that is over thirty
years old. Its completion will enhance an already flourishing economic relationship
between our two countries. We highly commend Treasury for its unparalleled com-
mitment to completing this historic agreement.

The NFTC has for years urged adjustment of U.S. treaty policies to allow for a
zero withholding rate on related-entity dividends, and we praise the Treasury for
making further progress in this treaty with Japan. This agreement makes an impor-
tant contribution toward improving the economic competitiveness of U.S. companies.
Indeed, it bolsters and improves upon the standard set in the United Kingdom, Aus-
tralian, and Mexican agreements ratified last year by lowering the ownership
threshold required to receive the benefit of the zero dividend withholding rate from
80 to 50 percent. We thank the committee for its prior support of this evolution in
U.S. tax treaty policy and we strongly urge you to continue that support by approv-
ing the Japan Treaty.

The existence of a withholding tax on cross-border, parent-subsidiary dividends,
even at the five percent rate previously typical in U.S. treaties, has served as a tar-
iff-like impediment to cross border investment flows. Without a zero rate, the com-
bination of the underlying corporate tax and the withholding tax on the dividend
will often leave parent companies with an excess of foreign tax credits. Because
these excesses are unusable, the result is a lower return from a cross-border invest-
ment than a comparable domestic investment. Tax treaties are designed to prevent
this distortion in the investment decision-making process by reducing multiple tax-
ation of profits within a corporate group, and they serve to prevent the hurdle to
U.S. participation in international commerce. Eliminating the withholding tax on
cross-border dividends means that U.S. companies with stakes in Japanese compa-
nies will now be able to meet their foreign competitors on a level playing field.

In addition to the elimination of the withholding tax on parent-subsidiary divi-
dends, the Japan Treaty includes the welcome elimination of the withholding tax
on royalties. Under normal circumstances, withholding tax by the source nation on
payments for the use or right to use certain property is completely eliminated, a
positive development for U.S. companies selling copyrighted products in Japan. U.S.
software companies are just one example of an industry that will benefit from the
freedom from double taxation arising from the uncertainty regarding whether the
Japanese withholding tax will qualify for the U.S. foreign tax credit. A U.S. software
company, for example, that developed a standardized program for use by companies
around the world will no longer be subject to the 10% withholding tax associated
with selling the rights to use the technology in Japan, eliminating the competitive
disadvantage previously faced by U.S. companies.

The Japan Treaty also removes the withholding tax on certain interest payments
leveling the playing field for U.S. financial institutions. Without the benefit of the
new treaty, a Japanese entity financing its U.S. operations using a U.S. financial
institution, would have to withhold Japanese tax on the interest payments paid to
the U.S. financial institution increasing the cost of the loan and making the trans-
action cost prohibitive. The elimination of the 10 percent withholding tax on interest
payments enables Japanese entities to apply to a U.S. financial institution for a
loan to fund their U.S. operations providing an opportunity for U.S. financial insti-
tutions to compete for that business.

Another notable inclusion is a zero withholding rate on dividends paid to pension
funds which should attract investment from those funds into U.S. stocks. A section
which should give more appropriate tax treatment in Japan to the profusion of hy-
brid business structures which has occurred since the negotiation of the original
treaty is also available under the new agreement. Also reflected is modern U.S. tax
treaty policy regarding when reduced U.S. withholding rates will apply to dividends
paid by Regulated Investment Companies (RICs) and Real Estate Investment Trusts
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(REITSs), as well as recent U.S. law changes aimed at preserving taxing jurisdiction
over certain individuals who terminate their long-term residence within the United
States.

Important safeguards are included in this treaty to prevent treaty shopping. In
order to qualify for the lowered rates specified by the treaty, companies must meet
certain requirements so that foreigners whose governments have not negotiated a
tax treaty with Japan or the U.S. cannot free-ride on this treaty. Similarly, provi-
sions in the sections on dividends, interest, and royalties prevent arrangements by
which a U.S. company is used as a conduit to do the same. Extensive provisions in
the treaty are intended to ensure that the benefits of the treaty accrue only to those
for which they are intended.

The Senate’s ratification of this agreement will help Treasury in its continuing
effort to negotiate similar agreements with other countries. Among the reasons that
this treaty is important to the U.S. business community is the actual and preceden-
tial effect of eliminating the withholding tax on parent-subsidiary dividends, royal-
ties and interest, and because of several other benefits they introduce. We are par-
ticularly hopeful that the Senate will be able to complete its ratification procedures
so that instruments of ratification may be exchanged before April 1, 2004. This will
prevent a delay in access to the Japan Treaty’s relief from withholding taxes, since
those provisions go into effect July 1, 2004 only if both parties have completed their
ratification process by the end of March 2004. If ratification of the treaty is com-
pleted in 2004, but after the end of March, those treaty benefits will be delayed
until January 1, 2005.

The tax treaty and protocol with Sri Lanka represents a new tax treaty relation-
ship for the United States. The agreements are a significant step forward in the
U.S. economic relationship with Sri Lanka. They expand on the ongoing discussions
under the U.S. Sri Lanka Trade and Investment Framework Agreement aimed at
developing and diversifying trade between the two countries.

As a modernizing nation, Sri Lanka is in a developmental phase, which gives rise
to opportunities for American business because of the projects and the economic de-
velopment that an expanding infrastructure will allow. Sri Lanka is taking impor-
tant steps to open its economy as part of its commitment to the World Trade Orga-
nization.

Sri Lanka has tax treaties in force with several of its other major trading partners
in the EU and Asia. As a member of the British Commonwealth, Sri Lanka enjoys
special treatment under that regime. Without a similar tax arrangement, U.S. com-
panies that are interested in investing in or trading with Sri Lanka are at a com-
petitive disadvantage.

While the Sri Lanka Treaty does not go as far at the Japan Treaty (e.g., in elimi-
nating withholding taxes for dividends, interest, and royalties), it represents an im-
portant starting point in a growing economic relationship with Sri Lanka. The cor-
responding Sri Lanka Protocol reflects current U.S. tax treaty policy, and like the
Japan Treaty, the Sri Lanka Treaty includes appropriate measures to prevent trea-
ty shopping. The NFTC urges action to restore the competitive balance afforded to
U.S. enterprises by this tax treaty.

GENERAL COMMENTS ON TAX TREATY POLICY

While we are not aware of any opposition to the treaties under consideration, the
NFTC as it has done in the past as a general cautionary note, urges the Committee
to reject opposition to the agreements based on the presence or absence of a single
provision. No process that is as laden with competing considerations as the negotia-
tion of a full-scale tax treaty between sovereign states will be able to produce an
agreement that will completely satisfy every possible constituency, and no such re-
sult should be expected. Virtually all treaty relationships arise from difficult and
sometimes delicate negotiations aimed at resolving conflicts between the tax laws
and policies of the negotiating countries. The resulting compromises always reflect
a series of concessions by both countries from their preferred positions. Recognizing
this, but also cognizant of the vital role tax treaties play in creating a level playing
field for enterprises engaged in international commerce, the NFFC believes that
treaties should be evaluated on the basis of their overall effect. In other words,
agreements should be judged on whether they encourage international flows of trade
and investment between the United States and the other country. An agreement
that meets this standard will provide the guidance enterprises need in planning for
the future, provide nondiscriminatory treatment for U.S. traders and investors as
compared to those of other countries, and meet a minimum level of acceptability in
comparison with the preferred U.S. position and expressed goals of the business
community.
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Slavish comparisons of a particular treaty’s provisions with the U.S. Model or
with treaties with other countries do not provide an appropriate basis for analyzing
a treaty’s value. U.S. negotiators are to be applauded for achieving agreements that
reflect as well as these treaties do the positions of the U.S. Model and the views
expressed by the U.S. business community.

The NFTC also wishes to emphasize how important treaties are in creating, im-
plementing, and preserving an international consensus on the desirability of avoid-
ing double taxation, particularly with respect to transactions between related enti-
ties. The United States, together with many of its treaty partners, has worked long
and hard through the OECD and other fora to promote acceptance of the arm’s
length standard for pricing transactions between related parties. The worldwide ac-
ceptance of this standard, which is reflected in the intricate treaty network covering
the United States and dozens of other countries, is a tribute to governments’ com-
mitment to prevent conflicting income measurements from leading to double tax-
ation and resulting distortions and barriers for healthy international trade. Treaties
are a crucial element in achieving this goal, because they contain an expression of
both governments’ commitment to the arm’s length standard and provide the only
available bilateral mechanism, the competent authority procedure, to resolve any
disputes about the application of the standard in practice.

We recognize that determination of the appropriate arm’s length transfer price for
the exchange of goods and services between related entities is sometimes a complex
task that can lead to good faith disagreements between well-intentioned parties.
Nevertheless, the points of international agreement on the governing principles far
outnumber any points of disagreement. Indeed, after decades of close examination,
governments around the world agree that the arm’s length principle is the best
available standard for determining the appropriate transfer price, because of both
its economic neutrality and its ability to be applied by taxpayers and revenue au-
thorities alike by reference to verifiable data.

The NFTC strongly supports the efforts of the Internal Revenue Service and the
Treasury to promote continuing international consensus on the appropriate transfer
pricing standards, as well as innovative procedures for implementing that con-
sensus. We applaud the continued growth of the APA program, which is designed
to achieve agreement between taxpayers and revenue authorities on the proper pric-
ing methodology to be used, before disputes arise. We commend the ongoing efforts
of the IRS to refine and improve the operation of the competent authority process
under treaties, to make it a more efficient and reliable means of avoiding double
taxation.

The NFTC also wishes to reaffirm its support for the existing procedure by which
Treasury consults on a regular basis with this Committee, the tax-writing Commit-
tees, and the appropriate Congressional staffs concerning tax treaty issues and ne-
gotiations and the interaction between treaties and developing tax legislation. We
encourage all participants in such consultations to give them a high priority. We
also commend this Committee for scheduling tax treaty hearings so soon after re-
ceiving the agreements from the Executive Branch. Doing so enables improvements
in the treaty network to enter into effect as quickly as possible.

We would also like to reaffirm our view, frequently voiced in the past, that Con-
gress should avoid occasions of overriding the U.S. tax treaty commitments that are
approved by this Committee by subsequent domestic legislation. We believe that
consultation, negotiation, and mutual agreement upon changes, rather than unilat-
eral legislative abrogation of treaty commitments, better supports the mutual goals
of treaty partners.

IN CONCLUSION

Finally, the NFTC is grateful to the Chairman and the Members of the Com-
mittee for giving international economic relations prominence in the Committee’s
agenda, particularly so soon in this new year, and when the demands upon the
Committee’s time are so pressing. We would also like to express our appreciation
for the efforts of both Majority and Minority staff which have allowed this hearing
to be scheduled and held at this time.

We commend the Committee for its commitment to proceed with ratification of
these important agreements as expeditiously as possible.

The CHAIRMAN. Well, thank you very much, Mr. Reinsch, for
coming before the committee, again, today. We appreciate in a per-
sonal way your relationship with the Congress, with the Senate, as
well as your distinguished public service which now continues with
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the Trade Council. During the earlier testimony we had tried to
highlight the stability problem in Sri Lanka, as well as the problem
of tax abuse. The Treasury people today were able to give answers
to both the public and our staffs that there is fairness to all Amer-
ican taxpayers, even as we are attempting to enhance American
business abroad. I thank you for mentioning those aspects.

Mr. Fatheree.

STATEMENT OF JAMES W. FATHEREE, PRESIDENT, U.S.-JAPAN
BUSINESS COUNCIL

Mr. FATHEREE. Mr. Chairman, thank you very much. I will touch
briefly on the highlights of my testimony, which has been sub-
mitted for the record.

First of all, I'm here on behalf of the U.S.-Japan Business Coun-
cil, which is a broad group encompassing U.S. companies that do
business in Japan across a range of industries from agribusiness to
aerospace to the automotive sector to financial services and phar-
maceuticals. Our general mission is to promote the business inter-
ests of our members through policy issues such as this, and in gen-
eral improve U.S.-Japan relations.

First, let me say there is broad U.S. and Japanese business sup-
port for the treaty. As Mr. Reinsch noted, the treaty clearly is a
win-win situation for both economies and for companies from both
countries. We’ve cooperated very closely with the NFTC but also
the American Chamber of Commerce in Japan, the U.S. Chamber
of Commerce, and significantly, Japanese business through our
counterpart organization, the Japan-U.S. Business Council.

As you may recall, the chairman of the U.S.-Japan Business
Council, Sir Deryck Maughan, sent you a letter advocating on be-
half of the treaty, and that was co-written with Taizo Nishimuro,
the chairman of Toshiba Corporation.

Subsequent to that, it’s significant that Japan’s leading business
organization Keidanren—has also issued its own statement of sup-
port.

Second, we, of course, are for ratification of the treaty. To echo
Mr. Reinsch’s comments, we would certainly like to see ratification
before March 31 because of the significant impact that it will have
on both economies and our companies. The letter from Mr.
Maughan and Mr. Nishimuro echoed that as well.

I would just note that the timing of the Senate action is impor-
tant because Japan is prepared to take the unprecedented step of
ratifying a treaty early. They have worked it through the legisla-
tive process through the Diet and through the government to get
this thing done. If it is ratified—and I would note without amend-
ment or reservation by the Senate—I would respectfully encourage
the committee and the full Senate to move as quickly as possible.

Third, as has been noted amply by Ms. Angus and Mr. Reinsch
and others, the economic relationship between the two economies
has changed dramatically since the original treaty was reached. I
would briefly note that while there has been some imbalance in the
relationship during that period of time, particularly because of the
large U.S. trade deficit with Japan and actually an imbalance be-
tween the level of Japanese investment in the United States and
vice versa, I would note that over the past 5 years there have been
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significant changes. We still have a meaningful trade deficit with
Japan without question. It’s smaller in relative terms than it was
a couple of years ago, and proportionately it’s a smaller part of the
U.S. trade deficit.

The significant change, however, has been in U.S. investment in
Japan. Over that 5-year period, U.S. investment measured on a
stock basis has risen from about $33 billion to close to $70 billion.
That sounds significant, except when you take into account that
overall foreign investment in Japan is very low relative to the
United States and other major industrial countries. And second, I
think it could be substantially higher were the additional barriers
to that investment removed.

Some U.S. companies are doing very well in Japan, and in fact
the largest companies that have been there for a significant
amount of time are generating over 10 percent of their total earn-
ings out of Japan. As has been noted, some of this is subject to dou-
ble taxation, which is something that needs to be addressed and is
being addressed through the treaty.

Finally, just to note the benefits to the business communities and
to the two economies, I think, trade and investment between the
United States and Japan has grown immensely, but I think it could
be substantially enhanced, and that in fact is my job to help pro-
mote that. The revised treaty will help improve business conditions
by removing tax barriers and providing additional incentives to in-
vestment, both by Japanese companies in the United States, and
I think particularly by American companies in Japan.

Ms. Angus adequately noted the benefits of the treaty. I would
just note in closing that for U.S. corporations obviously the signifi-
cant reductions in the withholding rates are the most significant
impact that the treaty would have. The bottom line impact, I think,
is hard to measure, but anecdotally I hear from some of the largest
U.S. companies that it would have a very significant impact on
what they’re able to repatriate back to the United States. In that
sense, as that money is repatriated, that means additional capital
that those companies can invest in U.S. jobs and in U.S. facilities.

But I think it also offers additional encouragement to Japanese
corporations to continue their investments in the United States,
and on that I would note that Japanese investment in the United
States supports over 800,000 jobs, and in this day and age, that’s
a very important factor.

So I think in closing there are clear benefits to both sides, both
companies and countries, and in that respect, again I would urge
the Senate to move as expeditiously as possible to ratify by mid-
March. Thank you very much.

[The prepared statement of Mr. Fatheree follows:]

PREPARED STATEMENT OF JAMES W. FATHEREE, PRESIDENT, U.S.-JAPAN BUSINESS
COUNCIL

I am pleased to be here today to testify in support of the “Convention between
the Government of the United States of America and the Government of Japan for
the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect
to Taxes on Income,” hereafter referred to as the revised U.S.-Japan Tax Treaty.

The U.S.-Japan Business Council (USJBC) is comprised of many of the largest
U.S. companies operating in Japan across a broad range of industries, including ag-
ribusiness, automotive, consumer products, financial services, information tech-
nology, and pharmaceuticals. The USJBC’s mission is to promote the business inter-
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ests of its members on policy issues regarding Japan, as well as improved U.S. rela-
tions with Japan.

U.S. AND JAPANESE BUSINESS SUPPORT A NEW TREATY

A revised U.S.-Japan Tax Treaty is clearly in the interests of U.S. business and
the two economies, and the U.S.-Japan Business Council and its members support
this very strongly. The USJBC is working closely with the American Chamber of
Commerce in Japan (ACCJ), National Foreign Trade Council (NFTC), and U.S.
Chamber of Commerce to support ratification of the Treaty in the Senate and the
Japanese Diet.

Unique among these organizations, the USJBC has a long-standing relationship
with a Japanese counterpart organization, the Japan-U.S. Business Council, com-
prised of Japan’s leading companies. For 40 years, senior corporate executives be-
longing to the two organizations have met to discuss economic and trade issues. In
light of the strong relationship between our two governments and with U.S. compa-
nies making more headway in the Japanese market, these meetings are more ami-
cable than ever.

For the past five years, we have worked together to help realize a new U.S.-Japan
Tax Treaty. Our backing helped move things from informal discussions to formal ne-
gotiations. We continue to cooperate during the ratification process in the U.S. Sen-
ate and Japanese Diet, as the Treaty is a clear “win-win” for both economies. Our
goal is not only for the Treaty to be ratified, but that it be ratified before the March
31, 2004 date specified for making the withholding rate reduction effective July 1,
2004.

The Chairman of the USJBC, Sir Deryck Maughan, Chairman and CEO of
Citigroup International, and his counterpart, Toshiba Corporation Chairman Taizo
Nishimuro, have written to Senator Lugar, the Chairmen of the Foreign Affairs
committees in Japan’s Upper and Lower Houses of Parliament, and the Japanese
Ministers of Finance and Foreign Affairs to express support for early ratification.
To quote from the letter:

The Treaty . . . is a major achievement benefiting U.S. and Japanese
companies and the two economies. U.S. companies operating in Japan, and
Japanese companies operating in the United States, will benefit signifi-
cantly from the elimination of withholding taxes on all royalty income, cer-
tain interest income, and dividend income as stipulated in the treaty, as
well as other provisions. The revised treaty will provide incentives to fur-
ther bilateral trade and investment by eliminating tax-related bathers.

The letter also states that an early effective date of July 1, 2004, for the with-
holding provisions would “provide immediate economic benefits to U.S. and Japa-
nese companies at a time when more foreign investment is needed to supplement
employment and provide needed economic impetus in both countries.”

On this point, I would like to note that the timing of Senate action is important.
The Japanese Diet is poised to ratify the Treaty before March 31st if the Senate
ratifies it without amendment or reservation. Japan’s process is more complicated
in that there is a parallel budgetary action that must be taken, and the Emperor
must also sign the Treaty. As a practical matter, Senate approval in early March
would therefore be essential. The fact that the Diet is prepared to ratify a treaty
early is unprecedented, so we encourage the Foreign Relations Committee, and the
full Senate, to approve the Treaty as quickly as possible in order to leave sufficient
time for the Diet to act before March 31.

CHANGES IN U.S.-JAPAN BUSINESS NECESSITATE A NEW TREATY

It is entirely appropriate that the treaty governing income tax treatment between
the U.S. and Japan be adjusted to reflect the enormous growth and changes in our
economic relationship over the past 30 years. The existing treaty reflects both the
great disparities, as well as the much smaller trade and investment flows, between
the two economies when the original Treaty was ratified in 1972. Although hard to
imagine now, when the original treaty was negotiated, Japan was a “developing”
economy, a bilateral trade deficit amounting to a few billion dollars was considered
a major problem, and cross-border investment flows were a fraction of what they
are today.

Since then, the bilateral economic relationship and our respective tax systems
have grown tremendously in magnitude and complexity. Two-way trade now exceeds
$180 billion annually. More significant for purposes of the treaty is the sharp rise
in direct investment by U.S. and Japan companies in each other’s economy. For
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years, the imbalanced nature of the economic relationship led to considerable fric-
tion.

Given much greater access to U.S. markets, Japanese companies exported to and
invested in the U.S. to a much greater extent than U.S. companies did to/in Japan.
Japanese foreign direct investment, or FDI, in the United States grew tremen-
dously, and today is over $150 billion on a stock basis. Japan’s global companies
have established production, distribution, and R&D facilities throughout the U.S.
from which they generate sizable revenues and earnings—and provide over 800,000
domestic jobs.

Over the past five years, the Japanese market has become relatively more open
to U.S. goods, services and investment. Financial hardship has helped bring about
important changes in certain industries, particularly financial services. While U.S.
exports to Japan have fallen due to weak Japanese demand, U.S. FDI in Japan has,
despite many obstacles, doubled, from $33 billion in 1997 to almost $70 billion in
2002. U.S. companies have made inroads into sectors such as autos, health care, IT
and, particularly, financial services that were unimaginable a few years ago. Some
U.S. companies are generating significantly more revenue and income in Japan,
with a few deriving over 10% of total profits from their Japanese activities. U.S.
companies are currently subject to double taxation on this income.

BENEFITS OF THE NEW TREATY

Trade and investment between the two largest economies could and should be
greater. The revised Treaty will help improve business conditions and provide incen-
tives to more activity. Thus, while there are many important provisions in the new
Treaty, from my perspective the primary benefit for U.S.—and Japanese compa-
nies—is the elimination or significant reduction of withholding rates on dividends,
royalties, and interest:

® Royalties—Most significantly, the treaty would lower the withholding rate on
royalties from 10% to 0% in most cases except those involving certain back-to-
back payments. Japan previously has not agreed to a full exemption in other
treaties. Given the extensive cross-border technology and intellectual property
flows, media and technology companies will benefit most, but any U.S. or Japa-
nese company licensing patents, trademarks, designs or formulas will benefit as
well.

e Dividends—The full exemption on dividends in cases such as qualifying pension
funds and those in which the beneficial owner has at least a 50% stake in the
foreign subsidiary is a major improvement over the current 10% rate. Even in
cases not qualifying for full exemption, the new 5% rate is a significant im-
provement.

o Interest—The full exemption provides significant benefits to specified companies
such as banks, insurance companies, securities dealers and other financial insti-
tutions meeting a 50% test for liabilities or assets claimed; some pension finds;
cases of government-insured or financed debt; and debt arising from specified
credit and equipment sales.

While aggregate numbers are difficult to come by, I can provide some sense of the
magnitude of benefit to U.S. companies and the U.S. Treasury. For some U.S. com-
panies with the largest operations in Japan, the reduction in Japanese withholding
taxes could amount to as much as $100-$200 million annually. Some portion of this
amount may result from the reduction of the double taxation experienced under the
current regime. These savings will produce greater cash flow that can be used for
additional U.S. investment and job creation. In addition, the increased flow from
these savings will directly benefit the U.S. Treasury in the form of greater U.S. tax
receipts.

CONCLUSION

The USJBC and the Japan-U.S. Business Council strongly support the revised
U.S.-Japan Tax Treaty and would like to see the Senate and Japanese Diet ratify
it before March 31, 2004, so that withholding rates are reduced starting July 1,
2004. This will provide immediate savings to U.S. and Japanese companies as well
as long-term incentives for new investments that will boost economic activity and
employment in both countries.

On behalf of the member companies of the U.S.-Japan Business Council, I thank
you for the opportunity to express our support for expeditious ratification of the re-
vised Treaty.
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The CHAIRMAN. Thank you very much for the testimony and the
work of the council. It is very important. It is good to have you be-
fore the committee today. I appreciate the point you have made
about Japanese investment in the United States, particularly its
size and its importance to the creation of new jobs in our country,
which are significant in many of our states.

I thank both of you for the testimony and for the lucid sum-
maries. We will proceed as expeditious as we can in the committee
with our consideration of the treaty. We will encourage the leader-
ship to understand the importance of completing this work in the
month ahead. Thank you for coming. The hearing is adjourned.

[Whereupon, at 10:39 a.m., the committee adjourned, to recon-
vene subject to the call of the Chair.)

ADDITIONAL QUESTIONS SUBMITTED FOR THE RECORD

RESPONSES OF THE U.S. DEPARTMENT OF THE TREASURY TO ADDITIONAL QUESTIONS
FOR THE RECORD SUBMITTED BY SENATOR PAUL SARBANES

Question 1. In response to my question last year about the elimination of the
withholding tax on cross-border dividends concerning the U.S.-U.K. treaty, the U.S.-
Australia protocol, and the U.S.-Mexico protocol, Treasury said it “does not view this
as a blanket change in the United States’ tax treaty practice. Accordingly, we do
not envision a change to the U.S. model tax treaty provisions relating to the alloca-
tion of taxing rights with respect to cross-border dividends.”

As the proposed U.S.-Japan tax treaty is the next major tax treaty following the
ones last year (containing the elimination of the withholding tax on cross-border
dividends), isn’t Treasury establishing a pattern on this provision?

Answer. A primary objective of tax treaties is reducing tax barriers to cross-border
investment. One way in which treaties achieve this objective is by reducing or elimi-
nating source-country withholding taxes on cross-border payments of investment in-
come, thereby allocating taxing rights to the residence country and reducing the po-
tential for double taxation or excessive taxation of such income by the source coun-
try. The United States has long sought by treaty to eliminate source-country with-
holding taxes on royalties and interest and to reduce source-country withholding
taxes on dividends. The agreements with the United Kingdom, Australia, and Mex-
ico approved by the Senate last year also included provisions eliminating source-
country withholding taxes on certain intercompany dividends. The elimination of
withholding taxes on intercompany dividends in appropriate circumstances can
serve to further the key objective of tax treaties to reduce barriers to cross-border
investment.

The proposed treaty with Japan includes a provision eliminating source-country
withholding taxes on certain intercompany dividends. This provision provides recip-
rocal benefits because the United States and Japan both currently impose dividend
withholding taxes to the full extent provided for under the current treaty and there
are substantial dividend flows in both directions. The provision eliminating source-
country withholding taxes on intercompany dividends benefits U.S.-based companies
by eliminating the 10% withholding tax currently imposed by Japan on the repatri-
ation of corporate profits to the United States. U.S. companies that are in an excess
foreign tax credit position will be able to keep every extra dollar they receive if the
dividends they repatriate to the United States are free of Japanese withholding tax.
Looking at the treatment of investment income more generally, the proposed treaty
includes the complete elimination of withholding taxes on royalties and on key cat-
egories of interest. Inclusion of these provisions was a major priority for the United
States but was an unprecedented departure from its traditional tax treaty policy for
Japan. The proposed treaty also includes strict anti-treaty shopping rules and infor-
mation exchange provisions that are completely consistent with U.S. tax treaty pol-
icy. The conditions for inclusion of the provision eliminating source-country with-
holding taxes on intercompany dividends are overwhelmingly met in the case of this
agreement with Japan.

The inclusion of this provision in the proposed treaty with Japan does not signal
a blanket change in practice and it is not a provision we expect to consider or in-
clude in every case. (For example, the agreement with Sri Lanka that is also cur-
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rently before the Committee provides for source-country withholding taxes on inter-
company dividends.) Treasury continues to believe that the elimination of source-
country withholding taxes on intercompany dividends is something that is to be con-
sidered on a case-by-case basis. A prerequisite to such consideration is anti-treaty-
shopping rules and information exchange provisions that meet the highest stand-
ards. The optimal treatment of intercompany dividends in the context of any treaty
relationship will continue to require a focus on the balance of benefits from the allo-
cation of taxing rights in the treaty and from the treaty relationship overall.

Question 2. In the three tax treaties of last year, a foreign subsidiary must be 80
percent owned by its parent company to take advantage of the 0 rate of withholding
taxes on cross-border dividends. In the proposed U.S.-Japan tax treaty, this owner-
ship ratio drops to just over 50 percent.

Why did Treasury agree to this 50 percent ownership ratio?

Do you plan to repeat this 50 percent ownership ratio in any future tax treaties?

Answer. The relevant provision in the proposed treaty with Japan generally pro-
vides for the elimination of source-country withholding taxes on intercompany divi-
dends where the parent company receiving the dividend controls the subsidiary com-
pany paying the dividend. Where one company controls another, there is the close
economic relationship between the companies that underlies the rationale for the
elimination of source-country withholding taxes on dividends paid from the sub-
sidiary to the parent.

A primary objective of tax treaties is to reduce barriers to cross-border invest-
ment. In seeking to negotiate a new tax treaty with Japan, a key goal for the United
States was to overhaul the existing treaty to eliminate source-country withholding
taxes on royalties and certain interest income. Such provisions are consistent with
long-standing U.S. treaty policy but had never been included in any Japanese tax
treaty. On the other hand, recent Japanese tax treaties include provisions elimi-
nating source-country withholding taxes on intercompany dividends that are broad-
er than had been included in U.S. tax treaties. The inclusion of this provision in
the proposed treaty, which reflects an ownership threshold for the application of the
elimination of source-country withholding taxes on intercompany dividends that is
lower than in other U.S. treaties but is significantly higher than in other Japanese
treaties, is appropriate in the context of this treaty relationship and the dramatic
improvements reflected in the treaty overall.

As with the consideration of whether to include in any treaty a provision elimi-
nating source-country withholding taxes on intercompany dividends, the details and
parameters of this provision should be determined on a case-by-case basis, taking
into account the tax systems of both countries and the balance of benefits from the
allocation of taxing rights with respect to investment income and from the treaty
overall. While an ownership threshold that looks to economic control is appropriate
in the context of the proposed treaty with Japan, a different ownership threshold
may be appropriate in the context of other agreements.

Question 3. There is a provision in the U.S.-Mexico tax protocol which allows Mex-
ico to reopen negotiations if the U.S. concludes a tax treaty with another country
under conditions “more beneficial” than those in the U.S.-Mexico treaty.

Will Mexico press for this 50 percent ownership ratio between a parent company
and its subsidiary concerning the elimination of the withholding tax for cross-border
dividends?

Did Treasury plan for the consequences of this measure?

Answer. The protocol with Mexico approved by the Senate last year provides for
the elimination of source-country withholding taxes on certain intercompany divi-
dends. The protocol also includes a provision regarding consultations between the
two treaty countries with respect to withholding taxes on dividends. In this regard,
the protocol provides:

If the United States agrees in a convention with another country to a provi-
sion similar to Article 10(3) of the Convention taxes on intercompany divi-
dends], but with more beneficial conditions than those contained in Article
10(3), the Contracting States shall, at Mexico’s request, consult each other
with a view to concluding an additional protocol to incorporate similar pro-
visions into Article 10(3) to restore the balance of the benefits provided
under the Convention.

Provisions regarding consultations with respect to a particular issue, such as the
provision in the protocol with Mexico, are not uncommon in tax treaties where there
is an issue that is of particular importance to one of the treaty countries. In other
cases, tax treaties include provisions to the effect that the two countries will consult
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within a specified time frame to determine whether the treaty continues to further
its intended purposes. Such a provision is included in the recent tax treaty with the
United Kingdom. Whether or not a treaty specifically provides for such consulta-
tions, it is a matter of courtesy for countries to be open to this sort of consultation
with existing treaty partners when developments of interest occur with respect to
a country’s domestic law or a country’s other tax treaties.

Our tax treaty partners study carefully any new agreements that the United
States enters into, just as we study the new agreements that our treaty partners
enter into. We anticipate that various aspects of the proposed treaty with Japan will
be of interest to other countries. For example, we hope that the provisions regarding
the elimination of source-country withholding taxes on royalties and certain interest
will be of particular interest to those of our current and potential treaty partners
who have followed Japan’s historical lead in retaining by treaty source-country with-
holding taxes on these categories of income. Whether it would be appropriate to in-
clude any particular provision from the proposed treaty with Japan in a treaty or
protocol with any other country would depend on the overall agreement and the
benefits that the United States could be expected to reap from any such agreement.
This aspect of the practice regarding consultations is reflected in the provision in
the protocol with Mexico, which refers to “restor[ing] the balance of the benefits of
the Convention.”

It is important to note that the ownership threshold is only one aspect of the con-
ditions for qualification for the elimination of the source-country withholding tax on
intercompany dividends. As with other treaty provisions, these provisions regarding
intercompany dividends differ in their technical details because they are tailored to
the particular circumstances of each country. Some aspects of the conditions for
elimination of withholding taxes on intercompany dividends in the proposed treaty
with Japan could be considered “more beneficial” than those in the treaty with Mex-
ico. Other aspects of the conditions in the proposed treaty with Japan are more re-
strictive than those in the treaty with Mexico. Whether Mexico will choose to re-
quest consultations will depend on its evaluation of the implications of these dif-
ferences. Should a request be initiated, any consultations would then require a de-
termination of whether all the circumstances result in an imbalance in the treaty
relationship between the United States and Mexico that should be adjusted through
a new agreement between the countries.

Any proposed changes with respect to the tax treaty with Mexico in the future,
just like any proposed changes in any tax treaties, would be effected through a pro-
tocol or a new treaty which would be subject to the advice and consent of the Sen-
ate.

Question 4. What would be the revenue impact of the proposed U.S.-Japan tax
treaty?

Answer. Tax treaties serve important economic purposes by reducing tax barriers
to cross-border investment and by improving tax compliance with respect to such
international investment flows. A tax treaty is an overall package of reciprocal pro-
visions through which both countries and both countries’ business communities will
benefit. In evaluating the economic implications of a new or revised treaty relation-
ship, one factor that can be considered based on historical investment flows is the
expected static effect on tax revenues of the treaty provisions relating to with-
holding taxes. Looking beyond the short-term effects of these treaty provisions, tax
treaties provide long term economic benefits to both countries that ultimately result
in enhanced income flows and associated tax receipts.

Included in the proposed treaty with Japan are important provisions providing re-
ciprocal reductions in source-country withholding taxes on royalties, interest, and
dividends. These reciprocal withholding tax reductions have offsetting effects on
U.S. tax revenues. Reductions in U.S. withholding taxes imposed on foreign persons
result in a direct reduction in U.S. tax revenue. However, reductions in foreign with-
holding taxes imposed on U.S. persons have a positive effect on U.S. tax revenue
due to the corresponding reduction in the foreign tax credits that otherwise would
offset U.S. tax liability. In the case of the United States and Japan, the flows of
investment income subject to withholding taxes are generally balanced between the
two countries. Therefore we agree with the staff of the Joint Committee on Taxation
that the proposed treaty will result in an approximately balanced short-term static
reduction in U.S. and Japanese withholding tax revenues. The positive effect on
U.S. tax revenue due to the corresponding reduction in foreign tax credits will es-
sentially offset the reductions in U.S. withholding tax revenue in the short term.

In assessing the impact of the tax treaty, however, it is important to recognize
that the long-term economic benefits from the proposed treaty outweigh any net
short-term static effects on tax revenues. By creating greater certainty and pro-
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viding a more stable environment for foreign investment, cross border investment
flows will increase in both directions and improve economic efficiency. In the future,
U.S. businesses should benefit from the increased openness of the Japanese econ-
omy. With greater U.S. investment in Japan will come greater flows of dividends,
interest and royalties from Japan to the United States, increasing the importance
of the reductions in source-country withholding taxes that are provided for in the
treaty. Reductions in U.S. withholding taxes on Japanese investors in the United
States encourage greater inbound investment, resulting in an enhanced U.S. tax
base. In addition, the administrative provisions of the tax treaty will further en-
hance cooperation between the United States and Japan, enhancing U.S. tax admin-
istration and enforcement and resulting in further long-term revenue gains.

Question 5. The proposed U.S.-Japan tax treaty contains a unique exception to the
traditional residence-based taxing rule applicable to capital gains. Under this excep-
tion, if a treaty country provides substantial financial assistance to a financial insti-
tution resident in that country, pursuant to its bank insolvency laws, and a resident
of the other treaty country acquires shares in the financial institution from the first
treaty country, the first treaty country may tax gains derived from the later disposi-
tion of such shares by such acquirer. This exception is not in the U.S. tax model.
Why did Treasury agree to this exception?

Answer. Under Japanese domestic law, nonresidents are subject to Japanese tax
on certain gains from the sale of stock in Japanese companies. Japan consistently
seeks to preserve its rights to tax such gains in its tax treaties. Each of Japan’s
recent tax treaties, other than the proposed treaty with the United States, contains
a broad provision allowing the source country to tax residents of the other country
on gains from the sale of stock.

The U.S. preferred approach in tax treaties is to provide for exclusive residence-
country taxation of gains from the sale of stock generally, subject to special provi-
sions preserving source-country tax tailored to reflect U.S. rules regarding real prop-
erty investments. Thus, Treasury seeks to include in tax treaties provisions for ex-
clusive residence-country taxation of gains from the sale of stock with narrow excep-
tions. Treasury was not willing to consider a provision similar to the provisions in
all recent Japanese tax treaties that would allow more generally for the source-
country taxation of gains from the sale of stock.

In this context, the Japanese expressed particular concern about preserving Ja-
pan’s taxation rights in a relatively narrow set of circumstances involving the infu-
sion of capital by the Japanese government into distressed financial institutions.
The proposed treaty includes a provision that is tailored to accommodate this Japa-
nese position under very narrow conditions. The provision applies only in cir-
cumstances where (1) there is a provision of substantial financial assistance to a fi-
nancial institution by the government pursuant to its bank insolvency restructuring
laws; (2) a resident of the other country acquires stock in the financial institution
from that government; and (3) the resident sells stock in the financial institution
within five years from the first date on which the financial assistance was provided.
If all of these conditions are met, the proposed treaty provides for source-country
taxation of any gains on the sale of the stock in the financial institution.

The provision in the proposed treaty is further limited by a very broad grand-
father rule. The provision does not apply to gains from the sale of stock held by an
investor that made an investment in such a financial institution prior to the entry
into force of the new treaty, including gains from the sale of any additional stock
in the financial institution that the investor acquires subsequently. Thus, the spe-
cial rule providing for source-country tax does not apply in any case where an inves-
tor has an investment that pre-dates the entry into force of the proposed treaty.

The provision included in the proposed treaty responds to a particular Japanese
concern with a very narrowly crafted rule coupled with broad protection for current
and future investments of any existing investors. Given the overall balance of the
treaty, the inclusion of this narrow provision is a reasonable accommodation to the
Japanese policies and concerns in this context.

Question 6. Unlike the U.S. tax model, the proposed U.S.-Sri Lanka tax treaty
does not contain a provision permitting disclosure of information to persons or au-
thorities engaged in oversight (like the GAO and certain Congressional committees).
Why was this provision not included in the treaty? Does Treasury support inclusion
of an understanding permitting disclosure of such information in the resolution of
ratification?

Answer. The provisions in the proposed treaty with Sri Lanka regarding exchange
of information are consistent with the U.S. model provision in all material respects.
The matter of access to information in connection with oversight by the GAO and
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certain Congressional committees was discussed during the course of the negotia-
tions, and it was agreed with Sri Lanka that the language included in the provision
allowed the necessary disclosures. Therefore, a specific reference to “oversight” was
not considered necessary. Nevertheless, an understanding clarifying this issue might
be helpful in order to eliminate any doubt.

O
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